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An Economic Analysis UI immigration into noel, nui'G
ABSTRACT
The historically high tide of illegal immigration into Hong Hong
in the late 1970s before the termination of the touch-base policy
on October 1980 aroused the concern of the Hong Kong public.
Accordingly, this thesis seeks to provide an analysis of the
economic implications involved. Part I provides a background of
the major issues. These include: whether immigration should be
viewed as exogenous or endogenous to our economic system the
major differences between immigration study and population study
what are the established results in the relevant literature the
externality of immigration whether immigration would cause a
decline in per capita income would the incentive of adopting
advaxiced technology in production be reduced and the immigrant
induced effects on production and distribution. Part II employs
a de facto simulation to study the ex post aggregate supply and
ex ante domestic aggregate demand time paths generated by all
the immigrants in the 1970s. This al-_uws us to draw conclusion
on whether immigration has augmented any domestic inflationary
pressure or not. _T.rom the simulation results, ex ante import
demand generated by the immigrants can also be obtained. Thi.
enables us to comment on the implication of immigration on the
Balance of Payments and on the exchange rate. Part III concentrate--
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on the distributional effects of immigration on indigenous
functional incomes. The 'Production Function School' of
functional income distribution analysis is employed as our
framework. We try to link the induced distributional effects to
the scale of immigration and compute the percentage changes in
the wage rate and the rate of return to capital induced by
immigration in order to ascertain what percentage the wage rate
should have been higher and the rate of return to capital should
have been lower had there been no immigration in certain specified
periods. In general, the magnitude of the distributional effects
crucially depends on whether or not there exists an associated
capital inflow corresponding to the labor inflow. The general
applicability of our framework also allows us to compare the
effects across industry sectors. The effects of the human capital-
physical capital- labor trichotomy on the induced distributional
effects are also explored by employing the Epstein Model. Part
IV summarises all the results. We try to highlight a general
framework for analysing production and distribution simultaneously.
The theorectical implications of the famous Rybczynski theorem
concerning factor increase (of which immigration is a special case)
are explored in a two factor- three goods model in an Appendix.
We also provide some final comments on the impact of immigration
on the development strategy of Hong Kong's industrial diversification
in the 1980s.
INTRODUCTION
1Historically, the political change in Mainland China in 1949
'benefited' Hong Kong mostly in terms of an inflow of labor,
capital and entrepreneurship. The transformation of Hong Kong
from an entrepot to an industrial economy in the 50's was then
'facilitated' by the trade embargo on Mainland China following
the Korean War and the laizzez-faire policy of the Hong Kong
government. It would be fair to believe that, without such an
inflow of factors of production and the supply of wage goods
at stable prices from China, the initial industrialisation of
Hong Kong would almost be impossible. Hence, within a historical
context, immigration into Hong Kong in the early 50's, especially
those from Mainland China, was one of the basic factors accounting
for the rapid development and prosperity of the economy.
However, by virtue of Hong Kong's highly competitive and dynamic
economy, its rapid growth, and geographic compactness, two decades
are long enough for substantial structural changes to occur.
Immigration into Hong Kong today has a fundamentally different
meaning than that in the early 50's and it is this 'new meaning'
that we intend to study in this paper. This 'new meaning' of
immigration into Hong Kong, of course, should include all effects
that are primarily induced by the immigrants. However. sociological
and political analysis of the related issues, for instance, effects
on social mobility of the Hong Kong citizens, political pressure
2implied by different emigration policies of Mainland China on
Hong Kong, effects on the crime rate of Hong Kong etc. are outside
of the scope of this paper and are not analyzed here. We would
try to concentrate only on the wider economic aspects of immigration
into Hong Kong.
Table 1. 1 provides a comparison of the relative 'importance' of
immigration on population growth across different selected cities
in the 50's and 60's. We use 'city' as the level of comparison
because the geographic compactness of Hong Kong is not comparablE
to a foreign national economy in general.
Those-who see a serious problem of immigration into Hong Kong
would be surprised because Hong Kong is just next to the last one
of the descending scale in table 1. 1. During the 60's, net
immigration only accounted for 100 of the total population growth
and this was not serious relative to other cities in the same
period from any point of view.
Table 1. 2 provides the reason fo such an 'insignificant' role
of immigration on population growth in the 60's. The high level
of net immigration into Hong Kong in 1962 was a result of China's
'Great Leap Forward' development programme where the restrictions
imposed by the Chinese authorities on 'border crossing' was relaxed.
However, out of the eight years of negative net immigration
Table 1.1
Estimates of Migrants as A Percentage of
Population Increases in Selected Cities




































Source: D.W.Drakakis Smith, Housing Provision in Metropolitan
Hong Kong, Centre of Asian Studies, University of Hong Kong,
1973, p.b.
The figure for Hong Kong is computed from unpublished data
provided by the Census and Statistics Department, Hong Kong
government. The figures include both legal and estimated
illegal immigrants but exclude movements of Vietnamese refugees.
Note: When we use the term immigration in this paper, we are
refering to net immigration, unless the contrary is specified.
Conceptually, net immigration is immigrants minus emigrants.
Strictly speaking, it is only on the assumption that emigrants
from Hong Kong have the same relevant economic characteristics
as immigrants that we can analyse in terms of net immigration.
Table 1 . 2
Immigration and Population Growth m Hong Kong,














































































51979 293.700 179.192 0.610
1980 167.900 101.605 0.605
Source:Unpublished data provided by Census and Statistics
Department, Hong Kong government. The figures include both
and estimated illegal immigrants. but exclude movements of
Vie tnamese refugees.
experienced by Hong Kong from 1961 to 1980, six occured in the 60 ' s
but only two occured in the JO}s. As a result, the effect of net
immigration on total population growth in the 60's was very weak.
The overall migrant percentage of total population growth for Hong
Kong in the 70's was 7% From table 1.2, we see that for the
years 1973 1978, 1979 and 1980, net immigration accounted for
more than 60% of the population growth. In fact, starting from
December 1 , 197 the Hong Kong government refused all new illegal
immigrants to stay in the economy anymore and anyone who was caught
entering was sent back to China. However, despite all these
measures, the size of net immigration disproportionately increased
in 1978, reaching a historical peak level of approximately 180,000
in 1979 and maintaining at a very high level of more than 100,000
in 1980. This aroused the attention of the general public and,
»
once again, highlighted the importance of the problem. Accordingly,
we confine our period of analysis to the 70's.
The rest of this thesis is divided into four parts. The first
discusses the general economic effects of immigration into Hong Kong.
The second concerns the production side of the problem and
concentrates on aggregate supply and aggregate demand of the
immigrants. The third analyses the effects of immigration on
distribution and finally, part four is devoted to some overall
concluding remarks.
PART I
ECONOMIC EFFECTS OF IMMIGRATION INTO HONG KONG
7CHAPTER ONE
Immigration: exogenous or endogenous?
It is generally accepted by the Hong Kong public that the funda-
mental objective of government policy concerning immigration should
be the continued employment of Hong Kong's domestic wage earners at
their present jobs, and at present real wages. There has been
little attempt to extend the humanitarian arguments to the effect
that we should accept all immigrants, no matter how unfortunate
they are, beyond the limit of our absorptive capacity. The in-
terests and welfare of the potential immigrants themselves are
usually not considered.
It is the political scenery and policy in Mainland China which
mainly determined the rate of immigration into Hong Kong. For
instance, the Hong Kong government attempted to reduce the number
of legal immigrants to 50 daily in 19751 but negotiations with
the Chinese authority failed. But there exist some non-economic
factors which impose an upper limit on the ability of Hong Kong to
absorb immigrants, and that limit would be independent of the
relat:. )nship between the real wage rate and demand for labor in
Hong Kong.
1Sing Tao Jih Pao, Oct. 24, 1975.
8To analyse the effects of immigration into Hong Kong involves
the problem of whether the immigration variable should be taken
as exogenous or endogenous to our economic system. If the
fluctuation in economic opportunities in Hong Kong can account
for the year to year variations in the influx of legal and
illegal immigrants, then obviously, we should not insist on
treating the time profile of immigrants as exogenous.
Accordingly, we set up a regression model as follows:
(1)
1978t=1969, 1970,
i= the best lag chosenwriere
annual percentage change of immigrants, includingI(t)
both leeal and estimated illegal
index of real average daily wages for industrialw(t)
workers including fringe benefits in year t
reported vacancies in manufacturing industry asUN(t)
a percentage of manufacturing employment in year t
gross real capital l ormazion in machinery and
cs(t)
other equipment in year t (1966 prices)
T= the calendar year (two digits)
Real capital formation in machinery and other equipment is assumed
to have a consistent unskilled-labor-replacing effect. Under this
assumption, cs(t) is as a proxy for the introduction of
9labor-saving technology. Table 1.3 reports some of the regression
results. A glance at the individual t-statistics of various
partial regression coefficients in each equation suggests that the
variables are not statistically significant in explaining the
variations of the dependent variable. However, our interest here
is to test the hypothesis that all regression coefficients are
zero. If it turns out that we cannot reject this hypothesis, then
it implies that there is no linear causal relationship between the
dependent variable and the whole set of independent variables.
The test we use is simply the familiar F test. In general, it
can be used to test the null hypotheses that all or a subset of
the regression coefficients are zero or a subset of the regression
coefficients are equal to each other.
The model given in (1) will be referred to as the full model (FM).
The null hypothesis to be tested specifies values for some of the
regression coefficients. When these values are substituted in the
full model, the resulting model is called the reduced model (RM).
The number of distinct parameters to be estimated in the reduced
model is smaller than the number of parameters to be estimated in
the full model. The test for any above hypothesis involves a
comparison of tile' goodness of fit that is obtained when using the
full model with the data, to the goodness of fit that results
using the reduced model specified by the null hypothesis. If the
Table 1.3
Regression Results of Equation (1) Using OLS
1. I(t) = -1192.2361 + 9.8933 w(t) - 1 41.6794 UN(t)
(-0.11) (0.18) (-0.79)
+ 0.8771 CS(t) - 15.9081 T (R2 = 0.293!
(0.61) (-0.09)
2. I(t) - -21638.2178 + 114.4849 W(t) - 313.3733 UN(t)
(-2.07) 2.44) (-2.60)
f 1.3997 CS(t-l) + 181.2224 T (R2 = 0.733)
(-1.03) (1.15)
3. i(t) - 3279.7920 + 77.7393 W(t) - 384.3681 UN(t-l)
(0.26) (1.32) (-1.38)
+ 1.1937 CS(t-l) - 171.7030 T (R2 - 0.313)
(0.79) (-0.70





5. x(t) = -1010.1613 + 111.6026 w(t) - 429.4783 UN(t)
(-2.78) (2.31 (-2.27)
-0.1280 CS(t-1) (R2 = 0.645)
(-0.16)
11
6. I(t) = -5160.4688 + 47.5634 w(t)- 268.6254 UIV(t- i)
(-1.79) (1.26) (1.26)
+ 0.3890 CS(t-1) (R2 = 0.454)
(0.42)
7. I(t)= -8059.8000 + 96.0444 w(t- i) - 278-5451 UN (t-1)
-(-3.48) (2.92) (-2.71)
- 0.6679 CS(t-1) (R2 = 0.704)
(-0.98)
The figures within parentheses are t-values.
Data sources: 1. Monthly Digest of Statistics, various issues.
2. Yearbook of National Accounts Statistics
United Nation, 1979.
3. Unpublished data provided by Census and
Statistics Department, Hong Kong Government.
reduced model gives as good a fit as the full model, then the nulJ
hypothesis which defines the reduced model (by specifying some
values of the partial regression coefficients), is not rejected.
A A
Let I. and If be the values predicted for I. by the full model11 1 J
and the reduced model, resoectivelv. The lack of fit in the data
associated with the full model is W Hprintp th i
by SSE(FM), the sum of squares due to error associated with the
full mode1,
(2) sse(fm)
The lack of fit in the data which is associated with the reduced
model is This quantity is denoted by SSE(RM), the
sum of squares due to error associated with the reduced model,
(3) sse(rm)
In the full model there are 5 parameters; and under our null
hypothesis, where all the partial regression coefficients are
zero, the reduced model has only 1 distinct parameter. To
see whether ihe reduced model is adequate, we compare SSE(RM) -
SSE(FM) with SSE(FM). Instead of comparing these two quantities
directly, we use
13
and SSE(FM)SSE (RM)- SSE (FM)
5- 1 n- 5
The divisors are introduced to compensate for the different
number of parameters which are involved in the two models as
well as to ensure that the resulting test statistic has a
standard statistical distribution. The ratio
(SSE(RM)- SSE(FM))/(5- 1)F(4)
SSE(FM)/(n- 5)
has the F distribution with (5- 1) and (n- 5) degrees of
freedom. If the observed F value is large, in comparison to
the tabulated value of F with (5-1) and (n- 5) degrees of
freedom at the 100a percent level, the result is significant at
level a that is, the reduced model is unsatisfactory and the
null hypothesis, with its suggested values of the partial regression
coefficients in the full model (all zero here except the intercept),
is rejected.
Table 1.4 reports the observed F value of each equation in
comparison to the critical F values. We see that the reduced
model gives. 'as good a fit as' the full model and hence the null
hypothesis that there exists no linear causal relationship
between the dependent variable and the whole set of independent
variables is not rejected.
14
Table 1 .4


























: level of significance
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The regression results thus suggest that the fluctuations in
economic opportunities for the immigrants in Hong Kong, as
represented by variations in the chosen independent variables
in the regression model (1), cannot significantly explain the
year to year variations in the immigration variable. Hence,
within the particular context of the Hong Kong economy in the
specified period, we choose to treat the immigration variable
as exogenous. to our economic system on the basis that there
exists no evidence suggesting the contrary.
Of course, it should be emphasized that the simple F test we
employed here is essentially not a test for exogeneity of the
immigration variable. To the economist who builds formal
mathematical models, applying the term exogeneity to a variable
means that the variable is used in an explanatory equation to
account partially for variations in the dependent, or endogenous,
variable. Thus it must be independent of the disturbance term
of the equation or system of equations. If the variable cannot
meet this test of independence, but is nevertheless used as an
independent, or explanatory, variable, it will bias the results
of any computed estimate purporting to show its impact on the
endogenous variable.
Hence, we have to point out explicitly here that the term
'exogenous' we used to describe the immigration variable should
16
be interpreted as meaning that it can be heavily and directly
influenced, as well as controlled, by the relevant policymakers.
17
CHAPTER TWO
Immigration Study Versus Population Study
During the last fifteen years or so, the role of population
growth in the development process of a economy has received
increasing attention. Before we express our point of view of the
difference between immigration study and population study, it would
be useful for us to have a brief review of the effects of population
growth as manifested in the economic literature. We can identify
three broad areas in which the role of population growth is
investigated.
The first strand of the literature is concerned with the effects
of rapid population growth on the growth of national income. The
commori research method employed is by using simulation models in
which population growth has been treated as exogenous or endogenous.
employed exogenousand SimonFor instance, Enke
Hazledine and Morelandpopulation growth whereas Suits et al
included endogenous population growth. In general, these
models successfully show that per capita income couia oe inc euseu
by redu ing the birth rate.
The second strand of the literature is concernea with theroretical
and empirical studies of the economic determinants of various
demographic rates. For instance, fertility (see Leibensteir
female labour force participation (see Standing . infan
mortality and life expectancy. While substantive work is stil
continuing in this area, it is fair to say that there is now a
fairly well established set of results. For instance, we know
that fertility is normally negatively associated with female
education, labor force participation and with urbanisation.
The general results that we can obtain from researches in the
economic determinants of various demographic rates thus provide
us with an empirical basis for including endogenous rates in tlu
simulation models so that there exists some feedback between the
economy and the demographic variables. We can also expect that
reducing the birth rate will be easier if one understands the
factors which influence it.
The third population-development area which has received attentior
is that of internal migration and dualism. Here again, the focus
has either been on the determinants of migration or its effects.I
Dualism and the effects of migration have been examined in many
analytical models, for instance, Fei and Ranis , Sato and Niho
and N.iehans
It is obvious that the subject of our study in this paper ,
19
immigration, is also a form of migration. However, it is a form
of international migration across national boundaries that should
not be confused with inter-sector migration within the politically
defined national boundaries.
The migration literature, particularly the micro-level studies,
suggest a number of variables as determinants of the migration
trends. For instance, the proportional gain in average income
between non-agriculture and agriculture 2, the expected wage
differential3, education (the human capital theory approach),
age etc..
The introduction of inter-sector migration into any economic
demographic model would be important in the sense that there
exists a high rate of urbanisation in nearly all developing
countries. While such migration is a normal consequence of the
transformation of an agrarian to an industrial economy, the
implied migration rates in developing countries are unprecedented
by the experience of present day developed countries during their
period of industrialisation. The rate of inter-sector migration
and its economic determinants are able to provide an explanation
for the differential population growth rates in the urban and
rural sectors.
2Since the relative living standard may be better, reflected
in the average level of income in the two sectors than in the
marginal product-cum-wage rate.
3See Harris and Todaro, Migration, Unemployment and Develop-
ment: A two-sector Analysis". American Economic Review, March, 1970.
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From this brief review, we see that the endogeneity of various
demographic variables, including migration, in capturing the
effects of economic-demographic interaction is highly desirable
and important in population study. Since the most straight-
forward effect of immigration into a country is to affect the
population growth rate, it seems that immigration study should
be incorporated into population study and its economic role is
simply as one of the determinants of the population growth rate
If we take the term 'domestic' population as refering to population
already resident in Hong Kong, that is to say, the annual inflow of
immigrants in year t-1 is completely viewed in all aspects as
domestic in year t, then it is duly true that we should incorporate
our analysis here into a larger framework of population study. To
analyse the economic effects of immigration out of the context of
population study we described above would then be inappropriate and
void.
However, although 87%4 of the aliens in Hong Kong whose presence
was subject to a residence visa on December 31 1981 were Chinese
immigrants, and over 95% of the Hong Kong citizens are Chinese,
we do not think that it is meaningful to adopt -lie definition of
'domestic population' above for our purpose here. Leaving the
4South China Morning Post, February 26 1982. Out of the
total 413,911 aliens in Hong Kong whose presence was subject to
a residence visa on December 31 1981, 360,000 were Chinese
immigrants.
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impact on the age structure aside, the major difference between
natural increase in population and population increase through
immigration, from our point of view, hinges on the difference in
national identity of the 'incremental population' within a specific
time period in concern.
Here lies one of the basic ideas of our analysis in this paper.
If we want to analyse the impacts of immigration within the 70's,
then the first crucial condition is that we can identify a certain
group of people known as immigrants within the period. Any alien
would only be recognized by the Hong Kong government as a permaent
resident 5 after her/his continuous stay in Hong Kong for at least
seven years. In our analysis later, we even extend this time period
to a whole decade because our purpose is to analyse the economic
effects this immigrant population cast on the indigenous citizens
within the past decade.
Hence, the immigrant population in 1980, following our definition,
would include all immigrants arrived in 1971 up to 1980. The
economic consequence of this immigrant inflow, of course, is an
increase in domestic population. However, we think that this
group of people should be treated as an entity because they, as
5 The recognition of permanent residency by the Hong Kong
government would be accompanied by the issurance of a black-seal
Hong Kong identity card.'
22
a whole, affect the domestic population exogenously as we pointed
out explicitly in the last chapter.
It should also be emphasized that this major difference between
immigration study and population study would only exist within
the context of a short run analysis, say ten years. If we want to
concentrate only on long run effects, then the issue of difference
in national. identity between the immigrants and indigenous citizens
would disappear and it would be adequate to view immigration only
as one of the sources of population changes.
Denton and Spencer [18] tried to compare and contrast the economic
effects of exogenous changes in fertility and immigration rates
on the time paths of output, labor force, capital stock and other
macroeconomic aggregates of a neoclassical theoretical economy,
considered over long periods. It is a good piece of work illus-
trating how immigration study can be incorporated into population
study in the long run. The major difference between Denton' s
simulations and our analysis here lies in the different roles of
immigration in the short run as contrast to that in the long run.
In Denton's long run context, it is the change in population growth
that disturbed the time paths of various macroeconomic aggregates
and immigration is only one of the possible sources of such changes
in population growth. Other sources of change in population growth,
23
say, exogenous change in fertility rate, can then be compared with
the effects of exogenous changes in immigration rate within the
context of population study. The major findings of Denton are
summarized as follow:
1/ Regular repeated cycles in either fertility or immigration
produced regular cycles in the economy of the same duration but
variable in both timing and amplitude. Changes in a number of
the parameters of the economic relationships altered the strength
of these cycles in varying degree but had insignificant effect on
their lead-lag properties.
2/ The cyclical sensitivity of the economy to demographic shocks
was found to be greater
a. the higher the rate of technical progess (of whatever kind
b. the higher the rate of capital depreciation
c. the lower the elasticity of substitution of capital for labor
in production
d. the higher the factor share of labor in total output
e. the higher the ratio of government expenditure to its lagged
output base 6.
6A distributed-lag function was employed for determining
government expenditure in Denton' s paper.
24
3/ The amplitudes of the economic cycles generated were found
to be most sensitive to changes in
a. the elasticity of substitution between labor and capital
b. the rate of technical progress associated with labor.
4/ The time path of capital stock was highly sensitive to changes
in the depreciation rate, but this sensitivity was transmitted in
only minor degree to the rest of the economy.
5/ Various patterns of fertility changes were found to produce
subsequent swings of very long duration in economic variables,
with shorter cycles superimposed on these long swings. In the
case of immigration changes of comparable types, the tendency to
produce subsequent series of waves was much less pronounced both
the population and the economy tended to move much more rapidly
toward a steady-state growth path.
6/ Fertility changes had little impact on output or other economic
variables for roughly two decades. Moreover, short-term fluctua-
tions were smoothed out, in considerable degree, by the time they
had worked their way to the economy.
7/ The impact of immigration on the economy was immediate, and
there was a much greater tendency for short-term variation to be
25
reflected in fluctuations of output, consumption, investment, and
other economic variables.
In Denton's paper, all immigrants were viewed as domestic residents
once they settled in the country and so the effects of variation in
immigration rates can only be revealed in the context of population
study. Our analysis later in this paper, on the other hand, intends
to highlight the effects of immigration by treating all the
immigrants as a separate entity in the 70's. As a result, our
approach is suitable only for our, own purposes and should not be




Economic Analysis of Immigration into Hong Kong
We all recognized that immigration is a problem that is far more
than economic. Even if we confine ourselves to a study of merely
the economic consequences, the effects involved are many. It
would be useful for us to summarise these effects in a flow
diagram. As usual, the arrows in figure 1. 1 indicate the direction
of causality between the variables.
(A) Externality of Immigration
The most noticeable consequences of immigration into Hong Kong
would be those effects that can readily be classified as external
diseconomies:
.., to the extent that the growth rate
of the population suddenly exceeds sig-
nificantly the trend growth i to of the
population on which the planning of
public se(' ror expenditure has been based
an unexpected extra burden has been
imposed on the public sector in the pro-















Fig. 1.1 Economic Effects of Immigration into Hong Kong
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Definition of Symbol,-
A : Total absorption
BOP : Balance of Payments
I : Immigration into Hong Kong
IMD : Demand for import
IN : Rate of investment in Capital
LFPR : Labor force participation rate of
indigenous population
Ls : Labor force
N : Population
p/p : Inflation rate
w : Wage rate
w/r : Relative factor prices
Yd : Domestic Absorption
Ys : Domestic Aggregate Supply
Ys/N : Per capita income
29
generally and of an improved infra-
structure for the economy in particular...' 7
A significant inflow of immigrants into the limited and small
area8 of Hong Kong would obviously aggravate further the
existing housing congestion problem and impose additional
burdens on the already crowded public transport system. More-
over, the standard of environment and the amenity of the vicinity
of the squatter huts in which the immigrants settle may also be
reduced.
However, there are also people9 who argued that the immigrants should
not be made scapegoats:
'.., nor should they take the blame
for the social problems relating to
public order, traffic, salary, housing,
and employment...
The (Urban)council should share in
7Hong Kong Government, First Quarter Economic Report,
(Hong Kong: Government Printer, 1980), p.37.
8Only about 13.6 per cent of the total land area of Hong
Kong (1,052 square kilometres) is built up. This means that a
small area of 129 square kilometres is congested with over 5
million people.
9For instance, Miss Cecilia Yeung of the Urban. Council.
South China Morning Post, January 13 1982.
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the responsibilities for these people,
and in return, they will surely prove
to be an asset to our community...'
Empirical estimation of the disutilities or external diseconomies
inflicted on the local indigenous population by the new arrivals
would obviously provide a reference for these different points
of view. However, such estimation, if possible in theory, is
likely to be elusive in practice.
As we know, the concept of compensating variation in economic
theory is the amount of money we can take away from an individual
after an economic change, while leaving him as well off as he
was before it. Hence, for a welfare gain, it is the amount he
would be willing to pay for the change whereas for a welfare loss
it is-minus the amount he would need to receive as compensation
for the change.
In more concrete terms, considering only the interests of the
indigenous Hong Kong citizens, this compensatory payment can
be defined as the minimum sum which, if received.by the affected
local indigenous population on condition of admitting into Hong
Kong!a certain known number of immigrants, would, in fact, make
them indifferent.
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Unfortunately, there has been no attempt to estimate the mag-
nitude of these compensatory payments, and in fact, there exists
no theoretically sound basis even for a guess at the magnitude of
these sorts of social cost. Hence all we can do here is simply
to admit that these social costs would be very likely to increase
with the number of immigrants, their poverty and their rate of
arrival.
(B) Immigration and the Adoption of Known Labor-saving Techniques
If the adoption of known labor-saving techniques is affected by
the rate of immigration into Hong Kong, then obviously we would
have a potential simultaneity problem between the two variables
I and CS in our regression model (1) in chapter one. However, the
effect of immigration on the adoption of known labor-saving
techniques is not so obvious as it seems.
... if the unusually high growth rate
in the supply of labor is substained,
there will be a reduced incentive for
industrialists to install machinery.
involving advanced technology. Thus
the productivity of tht- labor force
as a whole will not improve as fast as
it otherwise would. This will adversely
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affect the growth rate of per capita
10
GDP
Theoretically, in a competitive and well-informed economy, all
the cost-reducing technical innovations would be adopted as
they appear. However, the known labor-saving techniques in
production may not be cost-reducing. Hence, the installation
of 'machinery involving advanced technology' in the sense of
the adoption of known labor-saving techniques would take place
only in response to a sufficient change of relative factor prices.
It is therefore only when the inflow of labor causes a sufficient
reduction in the relative price of labor would the incentive for
industrialists to adopt labor-saving technology be reduced. To
argue the other way round, any shortage of labor in a competitive
and well-informed economy will not itself encourage the adoption
of known labor-saving devices. Such devices will appear econo-
mical to the producers only in response to a sufficient relative
fall in the rate of interest brought about by the labor shortage.
Hence, it is not precise to say that the inflow of immigrants
itself reduced the incentive for industrialists to adopt labor-
saving technology, the process must involve changes in tr, domestic
functional distribution of income.
10Hong Kong Government, First Quarter Economic Report,
(Hong Kong: Government Printer, 198O) p.37.
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If it so happens that there is no difference between the capital-
labor ratio of the immigrant population and that of the indigenous
population 11, then the inflow of immigrants would not result in
a change in the domestic functional distribution of income. Hence,
in an ex ante sense, immigration does not necessarily affect the
adoption of labor-saving technology in the economy. Accordingly,
the potential simultaneity problem between the two variables I
and CS in our regression model (1) in chapter one is not so
serious as it seems.
If we have any reason to believe that some readily available and
commercially feasible cost-reducing labor-saving innovations are
.not adopted either for institutional reasons or because of the
force of inertia, and without some 'emergency' to act as a cata-
lyst so that such potential sources of efficiency will be ignored
for some time, then the absence of immigrant labor inflow which
result in an indigenous labor shortage would precipitate an
'emergency' which in turn would lead to the adoption of labor-
saving methods.
However, if we believe that there is in fact no significant time-
lag between the commercial feasibility of an innovation and its
adoption, then the result of the domestic adjustment to the labor
11 Part III of this paper provides a detailed elaboration of
this point.
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shortage in the absence of immigrant labor inflow, following the
basic economic reasoning, would just be a general rise in prices.
Hence, from the government's point of view, the immigrant inflow
in the 70's has some contribution to the domestic labor shortage
problem.
... to the extent that shortages in
the labor market contribute to in-
flation, the contribution to the labor
force represented by the immigrants
and refugees has been of benefit to
12
the economy...'
(C) Immigration and Per Capita IncomE
Output or income per capita, and its distribution, is one of the
most commonly used measure of a country's economic well-being.
From figure 1. 1, we see that immigration affects per capita income
through more than one channels.
There is no doubt that immigration into Hong Kong, neglecting the
13
possible repercussions on indigenous labor supply, implies an
12Hong Kong Government, First Quarter Economic Report,
(Hong Kong: Government Printer, 1980), P•37.
13 Theoretically, rural-urban migration is responsive to
urban-employment conditions in the short run. However, the effect
of immigration on rural-urban migration which, in turn, affect
the'labor supply can be ignored in Hong Kong.
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increase in domestic labor force. In a short run context where
the capital stock of Hong Kong is effectively constant 14, there
would be a tendency towards diminishing output per worker resulting
from immigration. This decline in output per worker would affect
per capita income directly.
To illustrate this point, let LFPR`'L be the ratio of domestic labor
force, L, to total indigenous population, N and LFPRi be the ratio
of immigrants entering the domestic labor force, 1, to total immi-
grant inflow, I. In addition, we assume that LFPRd= LFPR1= LFPR.
Neglecting indirect taxes, the market value of total output
currently produced would be the same as total income, Y. The






Hence, output per worker and per capita income would vary pro-
portionately if LFPRd= LFPRi. As a result, a decline in output
per worker implies a decline in per capita income. However, there
14
This means that all claims on wealth owned and brought
into Hcing Kong by the immigrants can be ignored when compared
with the average stock of real capital in Hong Kong and the
associated capital inflow induced by the immigrant inflow is
ins ign:Lf icant. See part III of this paper for more detailed
discussions on this point.
36
exists a counter force in the direction of change in the per
capita income. Given the unchanged capital stock in the short run
and an unchanged rate of investment, the increase in the domestic
labor force through immigration would also tend to lower the
(average) real (hourly) wage rate and so the yield derivable from
the given rate of investment would increase as the real wage rate
decline. This increase in yield will obviously stimulate a greater
rate of investment.
The magnitude of this induced increase in the rate of investment
is of crucial importance in the short run because it is this
increase that offset the tendency towards diminished average
product of labor. Hence, in an ex ante sense, we are unable to
ascertain how the per capita income would respond to an increase in
the rate of immigration without taking into account the magnitude of
the induced changes in the rate of investment.
From (5), we see that the ratio of per capita income to income
per worker would be LFPR if LFPRd = LFPRi = LFPR. However, it
is not unreasonable to argue that the immigrants are generally of
an age that is prone to seek employment to a greater degree than
the domestic Hong Kong population. Hence, if LFPR1 > LFPRd, then
increasing the rate of current immigration will tend to raise the




On the other hand, it is also true that immigrants are to a
large extent substitutes for indigenous workers. If increased
immigration caused a reduction in LFPRd, the labor force part-
icipation of the indigenous population, the effect of increased
immigration on the ratio of per capita income to income per
worker would then be a decline as compared to the situation when
LFPRd= LFPR I. Again, in an ex ante sense, we cannot be sure
of the direction of change in the per capita income relative to
income per worker as a result of increased immigration.
The per capita income in our discussions above is computed in
terms of the population already resident in Hong Kong. However,
as we explained in detail in chapter two as well as from the
point of view of policy-making, it may be the per capita income
of the indigenous population alone but not the per capita income
of indigenous population plus new immigrants, Y/(N+ I), that
should be considered. A more definite, though tentative, con-
clusion can be reached in this sense.
In the absence of governmental subsidies of any kind to the immi-
grants or their employers, we can assume that there is no diver-
gence between marginal private and marginal social product. An
immigrant will then receive no more than his marginal (private)
product in this way and will not, therefore, lower the per capita
income of the indigenous population provided that all capital is
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domestically owned.
The simplest framework employed by Berry and Soligo [13] in their
analysis of the short run effects of emigration can be used here
to illustrate our argument. The model assumes perfect markets,
no external effects, constant return to scale, independent utility
functions (in the sense that one person's indifference level
does not affect that of another person), and a two-factor world
in which one factor is capital and the other is homogeneous labor.
Factors are continuously substitutable and prices are flexible so
that factor markets are always cleared. The marginal utility of
income is assumed to equal for all owners of factors of production.
However, we use this framework to analyse the effect of immigration
on domestic incomes instead of the welfare aspects of emigration.
The marginal physical product of labor is shown by MPL in the
figure below. In the absence of any immigrant inflow q the mar-
ginal physical product of labor, and hence the wage rate, is OA
labor income is OLCA and capital income is ACF. The total income
of the indigenous population is thus OLCF since we assuin d that
there are no foreign owned units of capital (all non-human resources).
If immigrants come without capital of their own and in the absence
of any induced capital inflow, the wage rate would be lowered to











Fig. 1.2 Effect of Immigration on Domestic Incomes
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OLDB while capital income increases to BEF. As a result, the
total income accruing to the nonimmigrant residents has risen by
the shaded triangle DEC and the per capita income of the indig-
enous population alone will also rise.
Nevertheless, we should interprete this conclusion with care
since we are assuming that there is no excess of marginal pri-
vate over marginal social product. The size of triangle DEC may
also be very small and may not be detected by any modern national
income-accounting technique. In that case, triangle DEC would
be similar to that group of theoretically interesting but empir-
ically trivial welfare gains resulting from reallocations of
factors of production, collected by Leibenstein 15 in his dis-
cussion of X-Efficiency.
(D) Aggregate Supply and Aggregate Demand of Immigrants
The terms aggregate supply and aggregate demand in macroeconomics
are commonly interpreted as the aggregate supply and aggregate
demand analysis within the walrasian general equilibrium framework.
The ex ante aggregate demand locus represents the price-output
combinat ons at which the output market and asset markets are
in equilibrium whereas the ex ante aggregate supply- locus repre-
15 Leibenstein, H., Allocative Efficiency Vs 'X-Efficiency',
American Economic Review 56, 3: 1966, pp. 362-415.
41
sents the price-output combinations at which the labor market is
in equilibrium. However, the meaning of the terms aggregate
supply and aggregate demand we used here are completely different
from that in the Walrasian general equilibrium analysis. We
concentrate only at the output market of the economy and the term
aggregate demand simply refers to total absorption.
From figure 1. 1, we see that immigration affects the level of
aggregate supply through changes in the labor force. Although we
expect to have diminishing marginal and average products as a result
of immigration in the short run, the total output of the economy
would increase so far as both the marginal and average products
are positive. If the inf low of immigrants, like the inflow of
intermediate goods, does not cause an increase in the total ab-
sorption of Hong Kong, then the resulting increase in aggregate
supply can be viewed as a contribution to the economy as it
narrows whatever existing domestic inflationary gap.
However, no immigrants can survive without consumption. It is
obvious that the purchasing power of the immigrant earnings
would at least constitute an effective demand for the total
output and.hence the total absorption would certainly increase
The resulting increase in total absorption can be decomposed
into two components: increase in domestic absorpiton, Yd, and
Dincrease in import demand, IM. If the induced increase in
domestic absorption exceeds the induced increase in aggregate
supply, then obviously, immigration would augment any existing
domestic demand—pull inflationary pressure. The resulting increase
in import demand would also augment any existing trade deficit
in the current account of the Balance of Payments.
Part II of this thesis is devoted to a more detailed analysis of
these issues. Basically, as we explained in chapter two, all
the immigrants from 1971 to 1980 were viewed as an entity who
generated aggregate supply and absorption over the period. It is
this particular way of grouping the inflow of immigrants together
over the period that distinguish the present study from popu¬
lation study. Here below we describe the general framework and
approach we adopted in Part II.
Most of the economic literature on international migration, except
Brinley Thomas ' concentrates only on the theoretical
effects of immigration. For example, Kenen S7? Bhagwati and
Rodriguez Mishan and Needleman IT7, Ti7, analyse the effects
on the non-immigrants in a distortion-free economy which arise
1 G
from an exogenous inflow of foreign labor . On the other hand,
Rivera-Batiz 257 examines the income, employment and distributional
1 6
Some of this literature is concerned with the economic
effects of emigration, but the analysis would be analogous under
immigration.
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impact of endogenous immigration on a theoretical recipient
economy facing an administered wage distortion which generates
unemployment. While the set of analytical solutions in these
papers are straightforward and interesting, many of them are in
fact irrelevant to the situation of Hong Kong.
The common approach in economic research suggests that we should
set up a general equilibrium framework including the effects of
the immigrants, obtain the required behaviourial equations by
employing optimization techniques, and finally estimate the system
by using real world data. However, the limitation of data from
reliable sources concerning immigration into Hong Kong prevents
us from following this approach.
The basic approach of our analysis in Part II is simply to follow
a non-stochastic de facto simulation. This approach, from our
point of view q requires only a minimum amount of data that is
available from various official publications. As a matter of
fact, it is the data availability concerning immigration into Hong
Kong that encompass our approach. It should also be emphasised
that a simulation exercise of this nature would he more interested
in orders of magnitudes in the variables cone rued than in pin-
point accuracy. We leave the details to Part II.
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(E) Distributional Effects of Immigration
The Hong Kong government sees the distributional effects of
immigration as follows:
... as a result of the unexpectedly
high growth rate in the supply of
labour, wage rates did not increase
as rapidly as they would otherwise
have done. Thus, the natural process
of redistribution of income from profits
to wages during the upswing phase of
17
the business cycle has been disturbed...'
From figure 1. 1, we see that immigration affects the relative
factor prices again through induced changes in the labor force.
The degree of this induced changes in functional income is
crucial in determining the induced changes in the rate of
investment as well as the effect on the per capita GDP.
As we explained before, the limitation of data concerning the
immigrants in Hong Kong does not permit us to carry out a sub-
stantive study in the quantitative aspects of these distributional
17 Hong Kong Government, First Quarter Economic Report
Hong Kong: Government Printer, P-37.
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effects. Moreover, these effects are ex post in nature and
should not be studied by simulation methods as we do in Part II.
However, it is obvious that the larger the immigrant inflow into
Hong Kong within given time period, the larger would be these
distributional effects. If we can find some consistent ways to
relate these distributional effects to the scale of immigrant
inflow, then at least we can have a common yardstick to compare
the magnitude of the effects by industry sector.
Part III of this paper is devoted to the construction of such a
simple yardstick by using a constant return to scale Cobb-Douglas
production function. The basic idea is that there are many
different factors affecting the functional distribution of income
in Hong Kong. Immigration is only one of these factors. Hence,
the observed changes in the functional distribution of income may
or may not be due to immigration. We must, somehow, isolate the
distributional effect that is only due to immigration by using
the available data. The details are left to Part III.
Finally, we ha\ to admit that the effects of immigration on the
stock-of human capital in Hong Kong and the effects of emigration
upon sending countries are very large and complex subjects and






No one would deny that the social and cultural aspects of immi-
gration are at least as important as the economic effects.
However, since we concentrate only on a few of the wider economic
aspects, our analysis here is not intended to answer those more
detailed questions that immigration may pose, for instance, its
effects on a particular industry or on some particular occupations,
The issues which we try to analyse here are the induced effects
of immigration on total aggregate demand and total aggregate
supply in the Hong Kong economy.
We all know that there was a general shortage of labor in Hong
Kong since it recovered from the recession in the wake of the
energy crisis. From table 2.1, we see that there was a continuous
decline in the overall unemployment rate in Hong Kong since
half-yearly estimates became available :Ln September 1975 until
September 1979 was reached. The emergence of economic instability
in the economy in the late 1970s could be traced back to the
period from 1976 to 1978. There was an imbalance between the
demand for, and supply of, domestic resources (that is, land,
labour and capital) and the domestic prL:ces and money supply
Table 2.1






























Source : The Budget: Economic Background, Hong- Kong
Oevenrimen t . Vari mis i s.snes.
Note: The 197 percentage was from Census data, thai
of Sept, 1976 was from By-Census data, while
the rest were derived from Labor itree Sample
Surveys•
1 7
were subjected to pressure. As a result, money wage rates in
manufacturing industry increased by 1 6$ in the year ending
September 1976, by 12$ in the year ending September 1977 by
16$ in the year ending September 1978 and by another 12$ in
the six months ending march 1979- Money wage rates in the
Building and Construction industry increased by 10$, 20$ and 21$
in the same years, and then by another 10$ in the six months
ending March 1979
Both rising money wages and rising prices, of course, were
symptoms of excess aggregate demand within the economy. The
Hong Kong government tried to reduce aggregate demand essentially
through the use of fiscal measures. For example, the growth
1 8
rate of government expenditure budgetted for in 1979-80 was
designed to slow down the growth rate of total final demand.
1 7
The ratio of total final real demand to the real G.D.P.
was 203.5$ in 1978, which was significantly higher than the 193$
in both 1976 and 19 77« (Also higher than in 1973 when the ratio
was 1980 as the economy peaked out.)
18t In real terms:
1977-78 () 1978-79 K) 1979-80 (g)








In theory, contractionary fiscal measures can reduce inflationary
pressures and help solve the problem of labor shortage by
reducing the demand for labor. However, the large influx of
immigrants from Mainland China from 1978 to 1980 changed the
nature of the problem. The general labour shortage was alleviated
by an increase in the supply of labor through immigration. The
interesting and important point is that these immigrant inflows
have changed both the domestic aggregate supply and domestic
aggregate demand.
As we explained in chapter two, a complete analysis of the
immigration induced effects on aggregate supply and aggregate
demand in the 1970s, from our point of view, should include all
immigrant inflow within the period. Accordingly, we choose the
Census year, 197 9 as the base year of our analysis because it»
was the only year where comprehensive household data of Hong
Kong were available. Here below we briefly explain the idea and
limitation of our simulation method.
Basically, we construct a nonstochastic structure in which all
components of the net value added to domestic product and total
absorption of the immigrants in the base year can be computed.
Since the computations were nonstochastic and based on national
accounting concepts, the results arrived at were de facto in
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nature. The base year values of each component were then used
to generate through the same structure a time path throughout
the 1970s by simulation.
The immigrant aggregate supply time path so generated obviously
depends on the de facto growth rate of the immigrant earnings
in the 1970s. The computational details are left to chapter
five. Essentially, we tried to isolate from the observed ex post
time path of total aggregate supply of Hong Kong the part that
should be attributed to the immigrants within the period.
The generated aggregate demand time path, however, should be
interpreted with care. Although the base year value of the
immigrant absorption was computed from ex post data, the generated
immigrant aggregate demand time path should be interpreted in an
ex ante sense. While the computational details are explained
in chapter six, it should be stressed here that we attempt to
measure only the primary, or first-round effects induced by
immigration on the total aggregate demand of Hong Kong. All
the second-round effects that result from changes in output19
19
The Keynesian multiplier effects would not be significant
owing to the continuous full employment in Hong Kong throughout
the 1970s (with a mild exception in 1974 and 1975 recessions).
Moreover, due to Hong Kong's small size, further repercussions
can comfortably be ignored.
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or prices in response to the immigrant induced absorption in
any year, which in turn lead to further induced effects, are
insignificant and simply ignored.
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CHAPTER FIVE
Aggregate Supply of Immigrants
It would be convenient to think in terms of an inflow of immigrant
families here rather than of individuals. As a matter of fact,
only some members of an immigrant family, those in employment,
add to aggregate supply but all members of the family add to demand
for goods and services.
Base on the available household data in the base year, 1971, it
is possible for us to estimate the net value added to domestic
product by the immigrants including all immigrant gross earnings
as well as profits and surpluses earned on their behalf. These
two components are exhaustive in computing net value added by
immigrants in the base year because they are evaluated on a
pre-tax basis.
As we explained before, we regard those immigrants staying in
Hong Kong for a period longer than seven years still as immi-
grants within our period of analysis. That is to say, those
immigrants. arriving Hong Kong in 1971 are still included in the
immigrant population after 1977 in our computation. In fact,
we employ a span of teal years in which the immigrants are not
yet identified as domestic residents.
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It is obvious that the number of immigrant families residing in
Hong Kong in year t will depend on the sum of the inflows from
the first year in concern, 1971 as year 0, to year t less the
numbers that returned to their homelands in the period. It will
also depend on the birth-death and marriage-rates of the immi-
grants. However, it is reasonable to believe that the mortality
rates of the immigrants are low enough such that within the period
of our analysis, the number of immigrants resident in the economy
is approximately equal to the sum of the past inflows of settlers.
During the base year, the immigrant gross earnings can be estimated
by the product of the average annual immigrant household income
and the average number of immigrant families in Hong Kong. After
one year, the average number of immigrant families would increase
and include the past stock as well as the current inflow. These
sum of immigrant families would then earn the new higher level
of average annual immigrant household income in year one. Following
this logic, we can assume that the average annual immigrant house-
hold income in the base year grow at the same average growth rate
as the real G.D.P. of the economy in the 1970s. As a result,
the number of' average immigrant families in each year, including
the past tock as well as the current inflow, would mainly deter-
mine the level of immigrant gross earnings in that year. Since
the average real growth rate and the annual inflow of immigrants
in the 1970s are ex post in nature, the generated time path of
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immigrant gross earnings would also be ex post in nature.
The number of immigrant families residing in Hong Kong in a given
year is thus very crucial to our analysis of immigrant aggregate
supply. For our purpose here, owing to data limitations, the
number of immigrant families inflow per year is assumed to be a
constant proportion of the number of immigrants in that year.
Of course, the way that we choose this proportional constant
should be consistent with our approach in computing the immigrant
aggregate supply.
The number of single person household can be expected to be
higher in the current immigrant inflow than in the indigenous
population. However, since our computation of immigrant aggregate
supply over the years takes into account the past stock starting
from 1971 as well as the current inflow of immigrants of a parti-
cular year for computation, it is reasonable to believe that
the-household characteristics of the immigrant population and the
indigenous population, where both essentially are Chinese, would
become more and more similar as a result of the assimilation
process overtime. Hence, in the absence of household data of
the immigrants in Hong Kong, we choose to employ an average
household size of 4.5 persons in our computation. This average
household size was that of indigenous population in the 1971
Census including single person household. With these simplifications
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the number of immigrant families inflow per year is assumed
to be a constant proportion, 0.22, of the number of immigrants
in that year. The number of immigrant families in year t,
FA(t), is thus given by
( 1)
where FA(i) is the number of average immigrant families entering
Hong Kong in the year i and remaining thereafter. Tabulation
of FA(i) and FA(t) in the 1970s is provided in table 2.2.
The aggregate net value added to domestic product of the immi-
grants is estimated by adding the gross earnings of all the
immigrant families and all gross profits and surpluses earned
on their behalf. First of all, we have to estimate the average
real income per immigrant family in year 0.
The household income distribution by industry in 1971 is shown
in table 2.3. If we assume that the immigrants employed in each
industry can earn the average level of income in that industry,
then using the relative percentage of employed immigrants in
each industry as weighrs, the average income per immigrant family
can be estimated by a weighted average of the mean annual house-
hold income across different industries. The percentage distri-
bution of employed immigrants by industry sector is also given
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in table 2.3. However, such a distribution is for 1979. Owing
to data limitation, we have to assume that the distribution of
employed immigrants by industry sector is stable throughout
the 1970s.
The average annual income per immigrant family in year 0 so
computed is equal to $12 587, which is $119 higher than the overall
average annual income. Obviously the assumption that the immi-
grants employed in each industry can earn the average level of
income in that industry is unrealistic. However, we have no
separate data on the incomes of immigrants. On the basis of
little more than casual observation and guesswork, we assume
that the average immigrant family can only earn an average family
income a certain percentage below the social average. The
alternative values of that percentage we use are 5, 10, 15 and 20.
Let ALPHA be the average per annum rate of real growth of immi
-grant earnings, which is approximated by the average per annum
rate of real growth of G.D.P. in Hong Kong in the period. The
average real income per immigrant family in year t q QS( t), would




Inf low of Immigrant Families into Hong Kong in 1970S
Year 1 FA(i) FA(t)
1971 0 7,918.7 7,918.7
1972 1 11,492.33,573.6





1977 6 5,803.3 339749.4
1978 18,119.37 51 ,868.7
1979 8 39,820.3 91,689.0
1980 14,267.922,578.99
Source: Unpublished tabulations provided by the Census
and Statistics Department
Note: FA(i) stands for the number of average immigrant
families entering Hong Kong in year i and remaining
thereafter
FA(t) stands for the total accumulated number of
immigrant families in year t
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TABLE 2.3
Distribution Of Household Annual Income And
Employed Immigrants By Industry Sector, 1971
Industry Sector EI (%)Y ($)
I. Agriculture 7 092 0.2
2. Manufacturing 10 500 53.5
3. Electricity, Gas and Water 0.716 572
12.74. Construction 10 788
5. Wholesale and Retail Trades, 14.814 832
Restaurants and Hotels
6. Transport, Storage And 12 816 3.6
Communication
29 2207. Financing, Insurance, 2.2
Real Estate Business Services
12.18. Services 17 784
0.29 0369. Unclassificable
12 468 00.010. All Industries
Sources: 1. Hong Kong Population and Housing Census: 1971 Main
Report, Hong Kong, pp. 186-95
2. Ronald Hsia and L,urence Chau, 'Industrialisation and
Income Distribution in Hong Kong', International
Labour Review, v117, 1978, p. L+67.
3. Third Quarter Economic Report, Hong Kong Government,
198o.
Note: Y stands for Mean Annual Household Income
EI stands for Distribution of immigrants in industrial
employment.
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The aggregate real income of all immigrant families in year t,
Q(t)9 by definition, is given by the product of the average
real income per immigrant family and the total number of families
in that year. From equation (1), we see that the total number
of immigrant families in year t includes the current inflow as
well as the sum of the past inflows. Hence, the aggregate real
income of all immigrant families in year t9 Q(t), is given by:
Qs(t) [FA(t)]Q(t)(3)
The aggregate income of all immigrant families in the 1970s
under alternative assumptions is given in table 2.4.
Finally, the average gross profits and surpluses earned in the
economy attributable to the immigrant households should be
added-to incomes of the immigrants to give the aggregate net
value added of the immigrants. Table 2.5 shows the distribution
of profits and income by industry in 1972. The third column of
the table shows the ratio of gross profits to income for each
industry sector. Weighting the ratio for each sector by the
proportion of immigrants working in that sector, that is, by
the percentage distribution given in table 2.3, we obtain a
figure representing the average profit margin. On the average,
let GAMMA be this proportion of profit margin which has to be added
to the value added by immigrants then the net contribution of
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TABLE 2.4
Simulated Aggregate Income Of the Immigrants in 1970s (HK $Mn)
Year Q1 Q3Q2 Q4
17 84.72279.73 89.706 94.689
1972 127.296 135.251 143.207 151.163
1973 299.379 355.51318.090 336.801
412.0971974 437.853 463.608 489.361
1975 1495.690440.614 468.152 523.22
453.2071976 481.532 509.857 538.183
1977 602.052 639.680 677.308 714.936
1978 1,081.419 1,145.032 1,208.6451 ,017.806
1979 1,979.107 2,102.801 21226.495 2,350.189
1980 2,713.117 2,882.687 3,052.256 3,221.826
Q1: Assuming the immigrants earned 20% below average
Q2: Assuming the immigrants earned 15% below average
Q3: Assuming the immigrants earned 10% below average
Q4: Assuming the immigrants earned. 5% below average
Note: The average per annum rate of real growth of immigrant
earnings, ALPHA, is taken to be 10%, which was Hong
Kong's Annual real GDP growth rate in the 1970s.
TABLE 2.5
Distribution of Profits and Income By Industry, 1972
(HKt)
Industry I II iii=(iii)















Miscellaneous 72,430,300 4,748,000,000 0.01525
Sources: 1. The 1980-81 Budget: Estimates of Gross Domestic
Product, Hong Kong Government, 1966-78,p.38.
2. Hong Kong Inland Revenue Department Annual Reports,
Hong Kong Government, 1973-976.
Note: I stands for Profits of all corporations and Unincorporated
Busine ss
II stands for Income (Contribution to G1P following the
Income Approach)
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immigrants to domestic product in year t, SU(t), is given ny:
(4)
Table 2. 6 shows the simulated aggregate supply of the immigrants
in the 1970s, with GAMMA being equal to 0.1125.
SU(t) = Q(t)[ 1 + GAMMA]
TARTR 2.6
Simulated Affffreate Supply Of The Immigrants in 1970s
(HK $Mn)
Yo2T SU1 STT2 SU3 su














































SXJ1 : Corresponding to Q1 estimate
SU2: Corresponding to Q2 estimate
SU3: Corresponding to Q3 estimate
Sjh: Corresponding to Q-P estimate
(Note: GAMMA equal to 0.1123 in the computation process)
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CHAPTER SIX
Aggregate Demand of Immigrants
In chapter five, we consider the value of all outputs produced
by the immigrants and all profits and surpluses earned on their
behalf as their contribution to aggregate supply. Here, in this
chapter, all the planned expenditures associated with the immi-
grants are treated as their contribution to the increase in
aggregate demand. The reason that we should use planned, rather
than actual, expenditure in our analysis is a fundamental concept
in macroeconomics. At the existing price level of the base year,
the general framework of our analysis was embedded within the
full employment economy of Hong Kong. A lot of planned decisions
induced by immigration may be frustrated and the actual expenditures
that-we observed may well be very different from planned expend-
itures.
In general, the difference will depend on the way which the
supply side of the economy responds to the situation of excess
demand. Output prices may rise, customer order books and queues
me: lengthen, output may increase (depending on different assumptions
of the labor market) or inventories simply being reduced. The
induced effects of immigration into Hong Kong thus depend upon the
scale of immigration as well as on the general state of price
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responsiveness. In an ex ante sense, we do not know what the
relative weights of these responses to the immigrant induced
excess aggregate demand will be. Hence, the induced planned
expenditures may be very different from actual ex post expenditures
and it is the former that we should try to measure.
The aggregate demand generated by the immigrants can be classified
into domestic demand and import demand. Obviously, it is the
domestic aggregate demand that should be compared with the
aggregate supply generated. If the ex post domestic aggregate
supply generated by the stream of immigrant inflow offset the
ex ante domestic aggregate demand generated by the same sources
in a particular year, then whatever the other economic effects,
immigration would contribute in the short run to a reduction of
the pressure of excess demand, however caused.
In order to reduce the market value data to domestic factor cost
data, we employ the average import-content coefficients (RIM) and
the factor-cost conversion coefficients (FC). The domestic
aggregate demand generated by the immigrants can be divided into
three different components: consumption, government and invest-
ment expenditures. Since the indirect tax figures as well as the
import of goods and services figures are not available for each
category separately, we have to compute an overall import-content
and factor-cost coefficient. Table 2.7 reports those coefficients
TABLE 2.7

























Sources: 1. 1980-81 Budget, Estimate of Gross
Domestic Product, H. K. 1 966-78 .
2. Hong Kong Monthly Digest of Statistics,
Hong Kong, various issues.
3. Yearbook of National Accounts Statistics,
United Nations, New York, 1 979 p.524.
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from our base year, 1971, up to 1978. Following our approach
in generating the time path of immigrant aggregate supply, we
should use the average values of these coefficients in the 1970s
in our formulae. However, from table 2.7, we see that both series
of coefficients are fairly stable overtime and hence it makes not
much difference if we use annual observed figures in our computation.
Accordingly, the domestic aggregate demand generated by the immi-
grants in year t is given by
DE(t)= FC(t) [1- RIM t)] [C0(t)+ GO(t)+ IN(t)](5)
where DE(t): all primary demands on domestic factors arising
from consumption expenditures, government expend-
itures and investment expenditures generated by
the immigrant inf low
CO(t): aggregate consumption expenditure generated by
immigration in year t
GO(t): government expenditure generated by immigration
in year t
IN(t): aggregate investment expenditure generated by
immigration year t
For expositional convenience, we investigate each of the s,
components separately.
We consider the aggregate consumption expenditure first. Con¬
ceptually, the aggregate consumption expenditure arising from
the inflow of immigrants consist of net domestic consumption
expenditure of the immigrants themselves, C01, as well as the
net domestic consumption expenditure arising from gross profits
earned attributable to immigrants' value added, C02. By defin¬
ition, we have
(6) C02(tj GAMMA Q(t) | - DSP2 - ATR2
where ATR2 : average profit tax rate
DSP2 t domestic savings propensity
C01 can be estimated by using a residual method; that is, by
subtracting all the 'non-consumption' components from the gross
ft
earnings of the immigrants. These components involved would be
many, for example, personal savings, net money transfers to the
government:, net remittances to the homeland of the immigrants
and mortgage repayments, if any. Mortgage repayments should be
counted as 'non-consumption' components because the portion of
the mortgage charges that represents repayment of the principal
in capital repayment should be regarded as savings. Those items
like rent payments and interest payments etc., however, should
be regarded as consumption because the interest payments as well
i
as the interest component of the mortgage repayments are payments
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for the service of capital, which is simply the income of the
lenders and the rent payments are simply the payments for the
current services of house-room. For our purpose here, we simply
use a single term, SA, to represent all 'non-consumption' compo-
nents where- SA is expressed as a fraction of the immigrant agg-
regate earnings:
SA(t)= DSP1 •Q(t)(7)
where DSP1: the proportion of immigrant earnings that is
not consumed
Of course, DSP1 would just be a very small percentage if we
follow the reasoning of James Duesenberry's Relative Income
Hypothesis of aggregate consumption. However, we do not have
reliable data on which DSP1 can be estimated. Under different
assumed values of DSP1, 0.05, 0.10 and 0.20, we estimate C01(t)
for the 1970s based on Q1 and the results are listed in table
2.8. We choose the lowest estimate of immigrant earnings in our
computation because later on, we want to compare the estimated
aggregate demand generated by immigrants with the SU1 estimates.
The aggregate consumption expenditures induced by immigration
would thus be
co(t)= co1 (t)+ C02(t)(8)
TABLE 2.8
Affffreffate Consumption Of the Immigrants in 1970s
(HK $Mn)
Year C01 a C01 b C01 c C02 C0=(C01a+C02
























































COla: DSP1 assumed to be 0.05
COlb: DSP1 assumed to be 0.10
C01c: DSP1 assumed to be 0.20
Note: The value of DSP2 is taken to be 0.10 in calculating C02,
See Edward Szczepanik, The Economic Growth of Hong Kong,
p. 11, 1958.
The profit tax rate was 15$ in the early 1970s. Later on,
it increased to 16.5 per cent for the 197576 fiscal year
and 17 per cent for 197677 and after.
where COl(t) is simply given
(9) C01(t) = Q(t) - SA(t;
The second component of aggregate demand generated by the immi¬
grants would be government expenditure. Once again, we follow
the de facto approach here and try to estimate the public
expenditure per immigrant family in the base year first.
In general, government expenditure are subdivided into five
main categories:
(a) General Services, including revenue collection and financial
control; law and order; public relations; defence; and also
administration.
(b) Common Supporting Services, including government launches
and dockyard; government supplies; architectural and
electrical and mechanical engineering offices and also
government printing.
(c) Economic Services, inclu ing communications, commerce and
industry; airport and harbour and also primary products.
(d) Community Services, including urban services and amenities;
fire services; water; roads and civil engineering and also
transport.
(e) Social Services, including medical and health, housing;
social welfare; labour and also education.
In our computation, we treat those expenditures on transport,
roads, construction as well as housing as social capital invest¬
ment expenditures. These items would be included in the social
capital investment expenditures induced by the immigrants that
we examine later on and so we exclude all these items from the
grand total government expenditures here.
The per capita government expenditure was then computed for the
base year. The public expenditure per immigrant family in year
, %
0 can. then be estimated by the product of the number of persons
in the average immigrant family and the per capita government
expenditure in year 0. The resulting figure for the base year
was $2 800. We then assume this amount to increase over the
years by the average growth rate, ALPHA. Hence, the government
expenditure induced by the immigrant inflow in year t, G0(t),
would be given by:
(10) G0(t) = TGO(0)[1 + ALPHA] [fa(t)]
where TGO(O) : public expenditure per immigrant family in the
base year
Table 2.9 shows the simulated government expenditure induced by
the immigrant inflow in the 1970s.
Finally, we consider the investment expenditure component. The
investment expenditures arising from the inflow of immigrants
are divided into two categories in our analysis: investment in
industrial capital, IN1, and investment in social capital, IN2.
From table 2.3? we see that more than half of the employed immi¬
grants are absorbed by the manufacturing sector and so we con¬
centrate on the manufacturing sector in estimating the industrial
capital investment demand generated by the immigrants. In general,
the additional demand for industrial capital in the manufacturing»
sector would depend upon the induced additional expenditure in
the sector relative to its existing excess capacity. If we
assume that there is a stock equilibrium in the base year, then
we can much simplify our task by relating the additional industrial
capital requirement to the primary increase in national income
resulting from the immigrant inflow between years t and t-1. On
the other hand, if a certain percentage of the industrial capital
were idle in the base year and the investment demand for industrial
equipment generated by the immigrants were less than this amount
of idle industrial capacity, then no additional new investment
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TABLE 2.9
Simulated Government Expenditure Induced













Note: TGO(O) is calculated from
Hong Kong Annual Report, Hong Kong,
1971-72.
demand would be generated by the immigrants
To capture these effects of excess capacity over the years, we
simply define a marginal industrial investment response coeffi¬
cient, THETA1 , where 0 THETA1 1 . A THETA1 less than unity
implies that the effect of primary increase in national income
resulting from the immigrant inflow on the additional industrial
capital investment demand is less than its full impact owing to
the excess capacity effect. With these considerations, the
investment demand in industrial capital generated by the immi¬
grants in year t, XNl(t), is given by
(11 IN 1(t) = THETA1 •SIGMA CSU(t)
where SIGMA : capital-output ratio for industrial plant and
equipment
csu(t) = su(t) - su(t-i)
It is reasonable to assume that the primary impact of demand
operates not when the investment capital goods are in process
20
but at the times the orders are placed. In general, we car
employ a weighting function, WE1(k), in which
20
If we want to study the secondary multiplier effects, we
have to take into account the additional income generated in
actually meeting the additional demand for capital equipment.
(12)
to spread INl(t) as annual investment expenditure over a given
period of T + 1 years. (i.e. as IN 1(t) , Inl(t+1),... INl(t+T))
In the base year, we have
( 13] IN 1(0) = THETA1 SIGMA WE 1 ( 0 ) CSU(0)
where CSU(O) is defined to be SU(O).
In year 1,
(10 IN1(1) = THETA1 •SIGMA[wE1(1 ) •CSU(0) + WE 1(0) •CSU( 1)1
and so in general, we have
(15) IN 1 ( t) = THETA1 -SIGM; WE1(k)-CSUft-k
where CSU(o) su(o)
CSUf t-k) n Vt]
The concept of social capital in our analysis includes resid¬
ential and non-residential buildings, other constructions as
well as land improvement and development. Hence, it would be
more appropriate to relate investment demand in social capital
to the population of immigrants than to their income since the
greater part of social capital is provided on the basis of social
need rather than on capacity to pay. There is no discrimination
against immigrants in Hong Kong and so the facilities provided
for the immigrant population are of no difference in standard
(as well as cost) as those provided for the rest of the population.
The average social capital expenditure required per immigrant
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family in the base year was estimated to be $2 250. Once again,
we allow this required expenditure per immigrant family to grow
at the average growth rate ALPHA for the economy as a whole and
it follows that
(16) IN2(t) = THETA2•TKE(0)[1 + ALPHA] [FA(t)]
where THETA2, 0 THETA2 1 , is the appropriate marginal social
investment-response coefficient; and
TKE(O) : average social capital expenditure per immigranl
family in the base year
In order to spread IN2(t) over a given period of S + 1 years,
i.e. as IN2(t), IN2(t+l), ... IN2(t+S), we employ another
!
weiighting function WE2(k) in which
(1|7) WE2(k)
Hence, in the base year, we have
18 IN 2 ( 0 ) = THETA2-WE2(0) -FA(O) -TKE(O)
In year 1,
(19) IN2(1) = THETA2[WE2( 1 )FA(0)+WE2(0)FA( 1 )][TKE(0)][1 + ALPHA]
and so in general, we have
(20) IN2(t) = THETA2•TKE(0)[i+ALPHa]
where FA( t-k) = 0 V t k
The investment demand arising from the.inflow of immigrants is
thus given by
(21) IN(t) = INl(t) + IN 2(t)
Table 2.10 shows the simulated investment demand generated by the
immigrants in the 1970s. Both THETA1 and THETA2 are taken as
See table 2.10.
unity in the computation process in order that the maximum impact
of immigration on investment is captured.
The sum of these aggregate demand components would give us the
total aggregate demand generated by the immigrant inflow in the
1970s. Following equation (5)? where the factor-cost conversion
coefficients (FC) and import-content coefficients (RIM) are
employed, we obtain the simulated estimates of the domestic
aggregate demand generated by the immigrants at factor cost.
Under different assumed values of DSP1, the proportion of immi¬
grant earnings that is not consumed, we obtain different corres¬
ponding estimates of DE. Table 2.11 shows the simulated domestic
primary aggregate demand generated by immigration in the 1970s
under alternative assumptions.
Using the import-content coefficients, the import demand
generated by the immigrant-indueed primary expenditures on
consumption, on government goods and services and on investmenl
can be estimated very easily. By definition, the import demanc
generated by immigrant-induced primary planned expenditures in
year t, IM(t), is given by
(22) IM(t) = FC(t)•RIM(t)[co(t) + GO(t) + IN(t)]
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Obviously, if the immigrants themselves can also induce additional
export demand for the exports of Hong Kong, then it is possible
that their induced effects on the Current Account is neutral or
even positive. However, an increase in Hong Kong's exports can
only be accomplished by increasing import of raw materials and
intermediate products. On the average, we must take this import-
content of Hong Kong exports into account when we want to find
the offsetting immigrant-induced export requirements. In general,
if the average import-content ratio of Hong Kong's export is 0.21
then every 100 dollars immigrant-induced import demand can only
be balanced by an immigrant-induced additional 125 dollars of
exports, provided that the overall terms of trade, in an ex ante
sense, is: not significantly affected by this immigrant-induced
effects. That is to say, the required immigrant-induced export
demand would exceed the immigrant-induced import demand by 25%
in this example in order that the immigrant-induced disturbance
on the current account of the Balance of Payments is self-eliminating.
In general, the required exports, EP(t), would be given by
(23)
IM(t)EP(t) = 1/[1- REP(t)]
where REP(t) is the average import-content ratio of Hong Kong
exports.
81
Table 2.12 shows the immigrant-induced import demand in the 1970s-
Since REP(t) is positive, we can be sure that the offsetting immi-
grant-induced export requirements, EP(t), would be greater than
IM(t).
Before we bring together the aggregate supply and aggregate demand
analysis, we list all the actual equations employed in the
simulation process in table 2.13 for easy reference.
TATU.P. P _ 1 O
Simulated Investment Demand Generated
By Th.e Immigrants in 1970s
(HK $Mn)










































Note: TKE(O) is computed from Yearbook Of National Accounts
Statistics, United Nations, New York, 1979, p.526.
SIGMA is computed from Census of Industrial Production,
1973, P9, table 13, as a ratio of stock of fixed assets
to gross output of the manufacturing sector.
We use a spread of orders over three years for the
industrial as well as social capital requirements.
TART .TP P. 1 1
Simulated Domestic Primary Aggregate Demand Generated
By Immigration in 1970s at Factor Cost
(HK $Mn









































Note: DEa: Using DSP1 equal to 0.05
DEb: Using DSP1 equal to 0.10
DEc: Using DSP1 equal to 0.20
The average immigrant family is assumed to
earn 20$. below social average in the computation
process.
TABLE 2.12























Note: The average immigrant family is assumed
to earn 20% below social average and DSP1
equal to 0.05 in the computation process
To h 1 o ? . 1 I
Equations of the Model
Afi-erefrate Supply of Immigrants
1 . fa( t) FA(i)
2. QS(t) = QS(0)[1 + ALPHA |
3. Q(t) = QS(t)-FA(t)
k. SU(t) = Q(t)[ 1 + GAMMA]
Agreg-ate Demand of Immigrants :
5. SA(t) = DSP1•Q(t
6. COl(t) = Q(t) - sa(t
7. 002(0 = GAMMA-0(t)[l - DSP2 - ATR2
8. COft) = C01(t) + C02(t]
9. G0(t) = TGO(0)[1 + ALPHA]t[FA(t)]
10. CSU(t) = su(t) - SU(t-1)
11. IN 1(t) = THETA1-SIGMA WE1(k)-CSU(t-k)]
12. IN 2 ( t) = THETA2 TKE(0)I 1 + ALPHA WE2(k)FA(t-k)]
13. IN(t) = IN 1(t) + IN2(t
1+. DE( t) = FC ( t) [ 1 - RIM( t) ] [ C0( t) + GO ( t) + IN ( t) J
15. IM(t) = FC(t)•RIM(t)[CO(t) + GO(t) + IN(t)
16. EP(t) = 1[1 - REP(t) IM( t)























: average per annum rate of real growth of GDP
: average profit tax rates
: aggregate domestic consumption expenditure generated
by immigration
: aggregate domestic consumption expenditure of immigrants
themselves
: aggregate domestic consumption expenditure arising from
profits earned on immigrants value added
: annual change in aggregate supply of immigrants
: domestic aggregate demand of immigrants
: proportion of immigrant earnings that is not consumed
: domestic savings propensity
: number of average immigrant families
: overall average factor-cost conversion coefficient
: government expenditure generated by immigration
: proportion of profits added to income of immigrants
: aggregate investment expenditure generated by immigration
: investment demand in industrial capital generated by
immigration
: investment in social capital generated by immigration
: aggregate real income of all immigrant families
: average income per immigrant family
: import content ratio of total exports
: overall import content conversion coefficient
: immigrant income that is not consumed
: capital-output ratio for industrial plant and equipment
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SU aggregate net value added to domestic product by immigrants
TGO(0) average government expenditure required per immigrant
family in the base year
THETA1 marginal industrial investment response coefficient
THETA2 marginal social investment response coefficient
TKE(O) average social capital expenditure required per immigrant
family in the base year
WE1 weighting function of industrial investment expenditure
WF2 weighting function of social investment expenditure
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CHAPTER SEVEN
Overall Effects On The Output Market
The computational details presented in chapter five and chapter
six essentially explained how the ex post domestic aggregate
supply time path, SU(t), and the ex ante domestic aggregate
demand time path, DE(t), induced by immigration in the 1970s
can be generated from the base year values. A comparison between
table 2.6 and table 2.11 reveals that the overall effect of the
immigrants on the output market of Hong Kong in the 1970s was to
generate a positive excess aggregate supply.
These results suggest that the immigrant inflows in the 1970s
did not augment any existing domestic inflationary pressure. On
the other hand, they solved the problem of domestic labor shortage
by easing the tight labor market and hence aided in curbing any
possible domestic wage-price spiral.
We define the excess domestic aggregate supply, ES(t), of the
immigrants as follows:
ES(t) = SU(t) - DE(t)(24)
In computing the aggregate supply time path, SU(t), we assumed
that the average immigrant family earned a certain percentage,
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say, PD, below the social average level. The alternative values
of PD we employed are 5, 10, 15 and 20 percent. Accordingly,
we have four different aggregate supply time paths as reported ir
table 2.6. In computing the domestic aggregate demand time path,
DE(t), we also assumed that a certain percentage, DSP1, of the
immigrant earnings was not for consumption purposes. The alter-
native values of DSP1 we employed are 5, 10 and 20 percent.
From our point of view, these alternative values of PD and DSP1
would exhaust all possible relevant situations.
As a result, we have twelve different excess aggregate supply
time paths corresponding to each possible combination of PD and
DSP1. For the sake of simplicity, we do not report all the
components of each possible situation here. Table 2.14a to
table 2. 1 4l report the excess aggregate supply, ES (t), domestic
aggregate supply, SU(t), domestic aggregate demand, DE(t), and
the induced import demand, IM( t), for each possible combination
of PD and DSP1. It is obvious that table 2.14a reports the min-
imum possible aggregate supply and maximum possible domestic
aggregate demand induced by immigration in the 1970s.
In figure 2.1, ESa and ES' correspond to the excess aggregate
supply time path in table 2.14a and table 2.141 respectively.
The diagram clearly indicates that as immigration increased
drastically from 1978 to 1980, the excess domestic aggregate
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supply of all the immigrants also increased. Dir erent assumea
values of PD and DSP1 within our specified ranges do not alter
our basic conclusion that immigration into Hong Kong in the 1970s
had the positive effect of curbing any domestic demand-pull or
cost push inflation.
However, such a favourable effect of immigration into Hong Kong
on domestic inflation is in fact due to our assumption that the
whole of the immigrants' output is available for the domestic
market. Should any proportion of the immigrants' output be exported
the excess domestic aggregate supply of the immigrants in the
output market would obviously decline. In-as-much as part of the
immigrant output is exported, we choose to treat the immigrant-
induced effect on the price level (through the output market) as
neutral.
While there is a clear relationship between imports and domestic
expenditures, there is no such dependable relationship in economic
theory between domestic output and exports. Although Hong Kong
is an export-oriented economy, and it is hardly perc .. vable that
no immigrants' output will be exported, we are still reluctant to
postulate any systematic relation ip between the immigrants'
output and exports. From table 2.7, we see that when combining
all major categories of domestic expenditures together, a very
high proportion of it is spent on imported goods. These imported
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goods may be either final goods, bought directly by their ulti-
mate users or they may be intermediate goods, used in the pro-
duction of final goods. From table 2.14a to 2.141, we see that
the immigration induced import demand time path, IM(t), is con-
sistently higher than the excess aggregate supply time path, ES(t),
in all cases. From (23), it was found that the required export
demand, EP(t), for the Balance of Trade, must be greater than
the immigration induced import demand, IM( t), due to the positive
import content of exports in Hong Kong. This means that even if
all the immigrant output were exported, the overall effect would
still be negative on the Balance of Payments.
Immigration clearly adds to both aggregate supply and domestic
aggregate demand. However, it substantially increased the import
demand without inducing an increase in export demand in any reliable
way. ,The required increase in exports in order to offset the immi-
gration induced import demand was larger than the aggregate supply
of all the immigrants. Hence, immigration in the 1970s had obviously
widen the trade gap.
On the other hand, net remittances of the immigrants and the
associated capital inflow 22 induced by immigration would also
affect the Balance of Payments but in opposite directions. We
22 See chapte' nine,
93
have failed to find any systematic association between capital
and immigrant inflow, and immigrant remittances are presumbly
small in amount. As a net result, they would be insignificant
when compared to the effect of immigration on the Current Account
Hence, the widenning of the trade gap would dominate the overall
effects of immigration on the Balance of Payments and it would
exert a depreciation pressure on the Hong Kong dollar.23

















Note: The average immigrant Family is assumed to carn 20%
below social average.
5% of the imigrant earaings is assumed not for
consumption puroses.
TABLE 2.14b
Aggregate Supply and Aggregate Demand of the Immigrant:
(HK $Mn)



















































Note: The average immigrant family is assumed to earn 201o
below social average.
10% of the immigrant earnings is assumed not for
consumption purposes.
TABLE 2.14'
Aregate Supply and Aggregate Demand of the Immigrants
(HK |Mn!



















































Note: The average immigrant family is assumed to earn 20fo
below social average.
20% of the immigrant earnings is assumed not for
consumption purposes.
TABLE 2.1
Areate Supply and Aggregate Demand of the Immigrant;
(HK $Mn



















































Note: The average immigrant family is assumed to earn
15% below social average.
5$ of the immigrant earnings is assumed not for
consumption purposes.
TABLE 2. 1 4e
Aggregate Supply and Aggregate Demand of the Immigrants
[HK $Mn



















































Note: The average immigrant family is assumed to earn 15
below social average.
10of the immigrant earnings is assumed not for
consumption purposes.
TABLE 2.14f
Aggregate Supply and Agg-regate Demand of the Immigrants
(HK |Mn



















































Note: The average immigrant family is assumed to earn 15$
below social average.
20% of the immigrant earnings is assumed not for
consumption purposes.
TARTF, ?.1 Up-
Aggregate Supply and Aggregate Demand of the Immigrants
(HK iMn



















































Note: The average immigrant family is assumed to earn 10%
below socxdl average.
5tjo of the immigrant earnings is assumed not for
consumption purposes.
TABLE 2. 1 4h
Aggregate Supply and Aggregate Demand of the Immigrants
(HK $Mn)



















































Note: The average immigrant family is assumed to earn 10%
below social average.
10% of the immigrant earnings is assumed not for
consumption purposes.
TABLE
Aereffate Supply and Affereffate Demand of the Immifrant
(HK iMn)




















































Note: The average Immigrant family is assumed to earn 10%o
below social average.
20% of the immigrant earnings is assumed not for
consumption purposes.
TABLE 2.14.1
Areate Supply and Aggregate Demand of the Immigrants
(HK $Mn)



















































Note: The average immigrant family is assumed to earn 5y
below social average.
5$ of the immigrant earnings is assumed not for
consumption purposes.
TABLE 2 „ 1 4k
Aggregate Supply and Aggregate Demand of the Immigrants
(HK |Mn



















































Note: The average immigrant family is assumed to earn 5%
below social average.
10% of the immigrant earnings is assumed not for
consumption purposes.
TABLE 2.141
Aggregate Supply and Aggregate Demand of the Immigrants
(HK $Mn)




















































Note: The average immigrant family is assumed to earn 5
below socia average.















The Functional Distribution of Income
Perhaps the first question that we may ask here is: 'What is
the importance of studying the functional distribution of
income?' From many points of view, it seems that there is more
interest attached to the Personal Distribution of income, that
is, the distribution among identifiable income units, such as
individuals or families or households. However, from Ricardo5s
2.h
Principles of Political Economy (1819)? we can find one of the
earliest affirmations of the importance of functional distribution:
'The produce of the earth - all that
is derived from its surface by thei
united application of labour, machin¬
ery, and capital, is divided among
three classes of the community;
namely, the proprietor of the land,
the owner of the stock or capital
necessary for its cultivation, and
the labourers by whose industry it
2h
David Ricardo, Principles of Political Economy, in Piero
Sraffa (ed.), Works and Correspondence of David Ricardo (Cam¬
bridge: Cambridge University Press, 19 5 ) ? vol.i, p.5-
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is cultivated.
But in different stages of society,
the proportions of the whole produce
of the earth which will be allotted
to each of these classes, under the
names of rent, profit, and wage, will
be essentially different...
To determine the laws which regulate
this distribution, is the principal
problem in Political Economy.
There are two major approaches to income distribution analysis
in general. The 'Human Capital School' has focused on the supply
side of the labor market and generally views the wage structure
as exogenous. The 'Education Planning' or 'Production Function
School', on the other hand, has focused on demand for different
types of labor and derives relative marginal products from
aggregate production functions, generally assuming that labor
supplies are given. Here below we follow the 'Production Function
School'.
For any time period in concern, the facto s which affect the
functional distribution of income would obviously be many.
However, our interest here, which is self-evident, is to analyse
the impact of immigration upon functional distribution of income
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of the indigenous population. That is to say, we must somehow
find some ways to isolate the effect of immigration. For our
purpose here, all other effects would thus become 'irrelevant'
to our analysis of functional income distribution.
Towards this end, it is essential for us to think of a hypothe-
tical, as contrast to the actual, situation as illustrated in
figure 3.1. Figure 3.1b illustrates a hypothetical and unobser-
vable situation. The distributional effect of immigration into
Hong Kong can then be studied by comparing the observable incomes
of the nonimmigrants, i.e. the residents of Hong Kong, in the
final year of the period in HK(t) with the unobservable incomes
they would have earned in the absence of immigration over the
specified period in HK'( t).
It is thus implicitly assumed that in the absence of immigration,
there would have been some equilibrating mechanism to effect
balance of opposing demand and supply forces in various markets.
Hence, the whole analysis here focuses upon equilibrium effects
only. However, while the general perspective is long run, the
numerical estimates of the effects of immigration are for single
years only. The reason is that the age distribution of the immi-
grants can be expected to concentrate in working ages, any change
in immigration rate would thus affect the size of labor force
directly without much time lag.
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Figure 3.1 Meaning Of The Hypothetical Situation
Final Year of theBase Year to
Period Consideredbe specified
Actual Observed Time Path
HK(t)HK(o)
Fig. 3-la Actual Observable Situation
HK: the situation of Hong Kong
Assume No Immigration Into
Hnng Kong Within The Period
HK(t)
HK(o)
Fig. 3.1b Hypothetical and Unobservable Situation
The effects of immigration upon the distribution of incomes on
Hong Kong citizens are estimated with the use of a simple Cobb-
Douglas constant return to scale production function here. The
conclusions arrived at may be tentative because of the simplicity
of such an analytical model used. However, among all the compli¬
cations avoided by use of such a simple model, four appear to be
of greatest relevance to our analysis:
(a) the effects of another fixed factor of production, land or
natural resources
(b) the existence of economies of scale
(c) the effect of a elasticity of factor substitution other
than unitv; and
(d) the effects of quality difference between the resident and
immigrant labour forces.
It would be useful for us to discuss these effects on our analysis
before we turn to the framework of distributional analysis.
Firstly, it is obvious that a third fixed factor of production
would induce a decline in the marginal productivities of both
labor and capital as a result of inflows of the latter two.
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Natural resources may be regarded, or even be defined, as the
fixed factor of production, endowed by nature and unchanging.
However, when considering resources over a period of history,
it makes better sense to employ the 'functional theory' 25 which
view a resource as:
A function which a thing or
a substance may perform.
In this impressionistic sense, resources are not totally fixed,
but are ever changing and dynamic, depending upon the level of
technology, the state of the arts, social objectives and consumer
rlPmans_
In Hong Kong, nearly all raw materials and intermediate goods
required for production are imported from foreign countries and
hence they are not fixed in any sense. Of course, it could not
then be claimed that immigration never caused more intensive use
of already utilized land. All that is claimed here is that when
viewing the issue in the functional approach, one may argue
that immigration into Hong Kong has been associated with settle-
ment of new satellite towns. This was not simply a matter of
pushing out the margin of cultivation on ever more inferior lands
in the Ricardian fashion. So lone as we have continuous new
25Zimmerman, E.W., Introduction to World Resources H.L. Hunkez
ed.),.Harper and Row, New York, 1964.
settlements, the pressure on more intensive use of already
utilized land would be attenuated; otherwise the effect of
immigration of raising the rents of land, and thereby lowering
the average earnings of labor, would be increasing. Accordingly,
land is included in capital in our analysis.
Secondly, Chen Choi Hak J7 studied the economies of scale
in the Hong Kong economy. The basic discovery in their studies
was that, in general, industries of relative greater size or of
relative greater capital intensity would have a mild degree of
increasing return to scale; whereas the manufacturing industries
have constant returns to scale in the 1970s. The elasticity of
substitution between labor and capital was found to cluster aroma
unity in all cases. This is relevant to an analysis based on
a two-factor Cobb-Douglas production function. Hence, we assumed
that there are only two homogeneous factors of production, labor
and capital.
Thirdly, as we know, the ratio of capital share to labor share is
simply rKwL or (KL)(wr) where r and w are facur prices of
capital and labor respectively. The rate of change of this ratio
with respect to changes in relatf factor prices would be
(1)
Using a two-factor Cobb-Douglas constant return to scale production
function, we have r] equal to one by definition. Hence, while
it is realistic to employ the constant return to scale framework
in our analysis, the ratio of capital share to labour share would
also be independent of changes in relative factor prices in our
framework.
And finally, labor is heterogeneous in the real world; various
groups of workers embody different skills, aptitudes, or accu¬
mulated human capital. For some purposes, the assumption that
labor is homogeneous may be a permissible assumption. However,
when the skill composition of the immigrant labor force differs
significantly from that of the resident labour force, we have to
admit that it becomes important to explore the effects of immi¬
gration upon the relative economic positions of various groups
of residents;.
With these considerations, the following chapter will explain
how the distributional effects of immigration into Hong Kong
can be captured bv using this production function.
CHAPTER NINE
The Framework OT Distributional Analysi
We start our analysis with a two-factor Cobb-Douglas constant
return to scale production function without technical progress.
At any time period, there are assumed to be only two homogeneous
factors of production, labour, L, and capital, K. Output of
the economy at time t, Q(t), is given by
(2
Factor incomes of labor and capital, w and r respectively, are
i
equal' to marginal products at equilibrium
Had there been no immigration over a previous period of time,
there would have been different values for the variables considered
so far. This idea is illustrated in figure 3.2.
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Figure 3. 2 The Actual and Hypothetical 'l'ime ratns oz A ac L












Fig. 3.2b The Hypothetical Unobservable Time Path of K
And L In the Absence of Immigration
In figure 3.2a, the observable changes of K and L over time are
affected by all relevant factors including immigration within the
period. This is what we meant by the actual situation. In figur
3.2b, we illustrate the hypothetical situation where there had
been no immigration over the period. All differences between
the unobservable K'(t) and K(o), L'(t) and L(o) are due to local
accumulation of factors of production and are affected by all
relevant factors except immigration within the period. As a
result, all differences between K(t) and K'(t), L(t) and L'(t)
are due to the effects of immigration only.
In the absence of immigration over a previous period of time,
output of the economy would then be given by
(5)
Again, factor incomes of labor and capital, wf and r', respectively,
are equal to marginal products at equilibrium:
(6)
(7)
The factors being- homogeneous, nonimmigrant factors would thus
receive the same incomes as the immigrant factors. To measure
only the distributional effects of immigration (excluding all
other effects) upon the factor incomes in residents in Hong Kong,
we can compute w' and r' in percentage terms.
From equation (3) (0 (6) and (7), we can deriv
(8)
and similarly
The constant return to scale Cobb-Douglas production function
also tells us that the total product, Q, is just exhausted by
income payments, Y, if both factors of production are paid at
a rate equal to the value of their marginal products. Hence,
the proportionate effect of immigration upon the total income
of the nonimmigrant factors of production is given by
(10)
If there were no associated capital inflows into Hong Kong,
here we refer only to capital inflows induced by immigration,
K(t)K'(t) would equal to one. From equations (8) and (9)
we see that the immigration of labour would then unambiguously
lower the wage rate of resident workersand raise the return to
capital. On the other extreme, if the proportional increase
t
in the labour force through immigration were identical to the
proportional increase in the capital stock with which it was
associated, L(t)L!(t) would equal to K(t)Kl(t). As a result,
the proportional effect of immigration upon factor income of
residents would be zero. The question is: what actually happened
in the real world?
We know that immigrants typically do bring money or other claims
to wealth with them when settling in a new country, but thesej
I
are generally at a level far far below the average stock of real
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capital in Hong Kong. The concept of associated capital int lows,
however, is not restricted only to capital actually owned by the
immigrants themselves. Theoretically, we cannot reject the
possibility that there would be some capital inflow induced by
the immigrant flows. If we take this into account, the associated
capital inflow would be much greater.
For our purposes, we simply ignore the problem of ownership in
the associated capital inflow. That is to say, the capital-
labour ratio of the immigrant population is simply taken as
the ratio of the associated capital inflow to the number of
immigrants destined to the labor force in the same period considered.
The argument that immigration into Hong Kong would be accompanied
by, as well as associated with, capital inflow is only a funda-
mental theoretical economic reasoning. Hong Kong is a small open
economy the equilibrium rate of return to capital (net of taxes,
risk premia etc.) would be much affected by international forces.
As we explained in chapter three, immigration into Hong Kong puts
pressure on the existing capital stock in several ways. The addit-
ional consur-r demand might induce output growth with attendant
shortage- in physical capacity. The accomodation requirements of
the immigrants might add to excess demand in the construction
sector. The import demand of the immigrants might tend to produce
a current account deficit and devaluation pressure on the domestic
currency. The immigrants would bid for jobs, with the result that
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capital-labor ratios would fall, -and profits perhaps rise. All
these effects of immigration would tend to raise the rate of return
to foreign capital in the short run. Hence, capital inflows
might be attracted which,. when transferred to real capital
formation, would eventually lower the rate of return to the
international equilibrium level.
Similarly, wage rates, initially reduced by the immigrants, would
rise in response to the capital inflows. Hence it follows that
the stronger the association between immigrant flows and long-
term capital flows into the country, the smaller would be the
impact of immigration upon income distribution of the country.
However, how strong and how quickly this attraction would be in
the real world is an open question.
CHAPTER TEN
Labor Inflows and Capital Inflows
One way to analyse the association between labor and capital
inflows into Hong- Kong, of course, is by running a single
equation regression model, of the form:
where Cl(t) : annual net capital inflow in year t
l(t) : annual number of immigrants destined to the
labour force
i : the best lag chosen
An estimate of the associated capital inflow, CI(t), would then
be given by
A
provided that is statistically significant
However, such a formulation of the regression model cannot
contribute directly to the computation of Aw(t), Ar(t) and
thus AY(t). A simple reformulation of equation (11) would be
helpful. By definition,
(13)




Dividing ( 15) by b(t), we hav(
( 16)
Hence, once we obtain C
and L(t)L'(t) and so Aw(t), Ar(t) as ell as dY(t) can be
computed easily. This leads to formulation of the regression
model as follows:
(17)
where Cl(t) : annual net capital inflows in year t
K(t) : annual fixed capital stock
l(t) : annual number of immigrants destined to the
labor force
L(t) : the labor force
i : the best lag chosen
Regressing- net long-term capital inflows (as a proportion of
the domestic capital stock) on immigrants destined to the labor
force (as a proportion of the domestic labor force), we obtain
A j
the regression coefficient . Hence an estimate of CI (t)K(t)
would be given by
(18)
provided that V is statistically significant.
The data of capital inflow into Hong Kong from a consistent data
source is not available. Hence, all we can do is to employ a
proxy for the capital inflow in the regression model of equation
(17). Appendix A explains the data used in running the regression
and Table 3-1 shows the regression results. It is not surprising
that we get a poor fit in all cases and the slopes of the regression
line with various lags in the explanatory variable are all stat¬
istically insignificant. These results suggest that we cannot
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TABLE 3.1
Regression Results of Effects of









2 0.0715 1.0741 0.293
(6.20) (1.44)
Note: the figures in parentheses are t-statistics.
reject the hypothesis that the slopes are zero in all cases
and that the variations in labor inflow into Hong- Kong cannot
explain the variations in the capital inflow. In other words,
the two inflows into Hong Kong were close to independent in the
1970s.
With a given y , we have, by equation (8),
(19)
By equation (1-), (16) and ( 1 8) , we have
(20)
Similarily, by equation (9)
(21 )
By equation (1-), (16) and (18), we have
(22)
Hence, we successfully link the distributional effects of immi¬
gration upon the factor incomes of indigenous residents to the
scale of immigration. This allows us to have a quantitative
evaluation of the distributional effects by using a minimum
amount of data.
When Tj is equal to zero, the distributional effects of immi¬
gration upon the indigenous factor incomes would depend on the
labour force participation rate of the immigrants. It is obvious
that the higher the rate, the larger would be the distributional
-effects. Owing to data limitation, the labour force participation
rate of the immigrants is not available. Hence, the distributional
effects under alternative assumed values of the immigrant labour
force participation rate are computed.
We analyse the distributional effects of immigration into Hong
Kong for four different time periods: 19T to 1976, 1978 to 1980,
1975 to 1980 and 1971 to I98O. Table 3.2 shows the share of
TABLE 3.2
Share Of Immigration in Different Time
Period as a Percentage of Total Immi¬
gration From 1971 to 198










Source: Unpublished data provided by Census and Statistics
Department, Hong Kong Government.
immigration in each period as a percentage of the total immi¬
gration from 1971 to 1980. We see that more than 70 of the
immigration into Hong Kong in the 1970s were concentrated in
the last three years from 1978 to 1980. Following our approach
in Part II of this thesis, we should take 197 as our base year
Had there been no immigration over the entire period from 197
to 1980, the incomes of the non-immigrants, i.e. the indigenous
residents, in 1980 would be different from the observed income.
However, we also consider it to be interesting and fruitful in
taking 1975 or 1978 as base year in the computations here. If
1975 is taken as the base year, then all immigrants from 19 7
to 197+ would also be viewed as domestic residents within the
period from 1975 to 1980. As result, the meaning of 'non¬
immigrants' in 1980 when 1975 is taken as the base year in the
t
computation process should not be interpreted in the same way
as the 'non-immigrants' in I98O when 1971 is taken as the base
year. This means that the distributional effects of immigration
on domestic factor incomes when different base years are employed
in the computation process would not be directly comparable to
each other.
Table 3•3 contains numerical evaluations of equations (20), (22)
and (10) with V equal to zero and a equal to two-third.~ TheseI I
a equal to two-third is a familiar result for industrial
countries. For the case of Hong Kong, see Choi Hak, Produc tion
Functions of the manufacturing industry in Hong Kong, Unpublished
M.Phil. Thesis, CUHK, 1978, p.80.
TABLE 3-3
Distributional Effects of Immigration on Domestic Incomes in 1970s






Assumed Values of LFPR1































































Note: LFPR stands for immigrant labor force participation rate
results can be interpreted as indicating- the maximum distributional
effects since V. is taken as zero.
If we want to find a reasonable lower bound for the distributional
effects, then we can make an unrealistic assumption that is
equal to say, 0.5. Since it is hardly perceivable that more than
half of the capital inflow in the 1970s was associated with the
labor inH ow in the period, the assumption that V equal to 0.5
would reasonably represent the lower bound. Accordingly, table
3.k shows the distributional effects under alternative assumed
values of the labor force participation rate of the immigrants
with y. equal to 0.5
W
The proportionate change in the relative factor prices, A— (t J ,
can be obtained by subtracting Ar(t) from Aw(t). Table 3«5%
shows.the results for both the upper and lower bounds of the
distributional effects.
On the average, we take the immigrant labor force participation
rate of 0.70 as the reference point for the interpretation of
our results. From table 3»3 we see that immigration into Hong
Kong between 1971 and 1980 caused the earnings of indigenous
Hong Kong workers to be 53 percent lower in 1980 and the return
to capital 11.60 percent higher. As a result, immigration through
the whole decade caused relative earnings of the domestic residents
TABLE 3.4
Distributional Effects Of Immigration On Domestic Incomes in 1970s








































































Note: LFPR1 stands for immigrant labor force participation rate
TABLE 1.






Assumed Values Of LFPR1
0.65 n. 7f










































Note: LFPR1 stands for immigrant lab r force participation rate
134
in the economy to move against labor and in favour of capital
by 16.95 percent. That is to say, had there been no immigration
into Hong Kong from 1971 to 1980, the domestic wage earners would
have earned 5.34 percent more in 1980, and the return to capital
would have been 11.60 percent lower.
Immigration into Hong Kong between 1978 and 1980 caused the
earnings of resident Hong Kong worker (including the immigrants
before and up to 1977) to be 3.70 percent lower in 1980 and the
return to capital 7.84 percent higher. As a result, immigration
through 1978 to 1980 caused relative earnings of the indigenous
residents in the economy (again, include all immigrants before
and up to 1977) to move against labor and in favour of capital
by 1 1.54ercent.
However, we should keep in mind that these distributional eiieczs
on non-immigrant factors taking 1978 as the base year are not
comparable to the distributional effects when taking 1971 as
the base year owing to the different meaning of 'non-immigrant'
factors in the final year, 1980. With this idea in mind, we can
then study the distributional effects of immigration in different
time periods separately.
The effect of immigration upon the total income of the non-immigrant
factors taken together was discussed in Chapter three. Under
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the assumption that there is no divergence between marginal
private and marginal social product, the immigrants will receive
no more than their marginal private product (positive) and hence
will not lower the income of the indigenous population provided
that all capital is domestically owned. Here, we see that although
the net effect of the decline in labour income and the rise in
capital income is positive as we expected in all cases, it is
quite small for the entire period 1971 to 1980. But there is
also evidence that the adverse effect is quite strong for the
period from 1978 to 1980.
CHAPTER ELEVEN
Distributional Effects Of Immigration By Industry Secto
A logical extension of our framework of analysis to the level
of different industry sectors can easily be accomplished here
due to the generality of our framework. Of course, the assumption
of constant return to scale may not be appropriate for some
industry sectors in Hong Kong, for instance, Electricity, Gas and
Water. However, it would still be very useful in applying a
consistent framework to different industry sectors such that the
relative distributional impacts of immigration can be compared
among different industries using the same yardstick in a given
time period.
The distributional effects of immigration upon domestic incomes
are functionally linked to the scale of immigration (as a percentage
of domestic labor force) in our framework. Hence, once we obtain
the ratio of the number of immigrant workers to the domestic labor
force in each industry sector, the distributional effects as
measured by Aw(t), Ar(t), A~(t) and AY(t) can be computed in a
mechanical way. We choose to use the same constant return to
scale Cobb-Douglas production function as specified in Chapter
ten here because as we explained before, it is the most relevant
framework of analysis for industries in Hong Kong from our point
of view.
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The immigrants as a percentage of domestic labor force in each
industry sector, from I. S. I. C. 27 major division 2 up to 8, as
well as that for the economy as a whole, are reported in table
3.6 to 3.9 for each separate time period in concern. As we
explained in Part II, the distribution of immigrant workers to
different industry sectors was assumed to be stable throughout
the 1970s.
We believe that the immigrants are generally of an age that is
prone to seek employment to a greater degree than the indigenous
population of Hong Kong. Owing to data limitation, the immigrant
labor force participation rate, LFPR1, is not available. Hence,
we report our results for different assumed values of LFPR1 and
use a LFPR1 of 0.7, which is higher than the average indigenous
labor force participation rate in the 1970s, as a reference for
our discussions below.
From table 3.9, we see that the three industry sectors with the
highest percentage of immigrant workers relative to total employ-
ment are Mining and Quarrying, Construction, and Electricity, gas
and water. Although Manufacturing absorbs the largest proportion
of immigrant workers, the ratio of immigrant workers to the total
number of' persons engaged in Manufacturing is relatively small
owing to the huge size of Manufacturing employment 28
271nternational Standard Industrial Classification.
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Accordingly, the distributional effects of immigration upon
indigenous factor incomes were largest in Mining and Quarrying,
then in Construction, and so on. The industry sector that was
least affected by immigration was Financing and Insurance. Table
3.10 to table 3.30 report the distributional effects of immigration
in each industry sector following the order of I.S.I.C. under
different assumed values of Y1.
From table 3. 10, we see that had there been no immigrant workers
engaged in Mining and Quarrying from 1971 to 1980, the indigenous
labor engaged in that sector would have earned 52.06 percent more
in 1980, and the return to capital in that sector would have been
335.19 percent lower. As a result, immigration through the whole
decade caused relative earnings in Mining and Quarrying to move
against labor and in favour of capital by 387.25 percent in 1980.
This represents a substantial redistribution in functional income
from any point of view.
From table 3.28, we see that had there been no immigrant workers
engaged in Financing and insurance sector from 1971 to 1980, the
indigenous labor engaged in thy! sector would have earned 2.05
percent more in 1980, and th., return to capital in that sector
would have been 4.22 percent lower. Hence, immigration through
28In the fourth quarter of 1980, the total number of persons
engaged in Manufacturing was 907,463, the largest size among all
industries in Hong Kong. The smallest industry sector as measured
by the total number of persons engaged was Mining and Quarrying,
employing only 809 persons in the same period.
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the whole decade caused relative earnings in Financing and Insurance
to move against labor and in favour of capital by 6.27 percent.
From table 3.13, we see that had there been no immigrant workers
engaged in-the manufacturing sector from 1971 to 1 980, the indigenous
labor engaged in that sector would have earned 7.64 percent more
in 1980, and the return to capital in that sector would have been
17.24 percent lower. Hence, immigration through the whole decade
caused relative earnings in manufacturing to move against labor
and in favour of capital by 24.88 percent. By virtue of the
constant return to scale Cobb-Douglas production function, the
elasticity of factor substitution between labor and capital is
equal to unity. Hence, the equilibrium capital/labor intensity
in the manufacturing sector would also be reduced by immigration
up to 24.88 percent in the 1970s, with profound effect on our
industrial diversification development strategy in the 1980s.
We will discuss this point in more detail in Part N.
In the early 1970s, immigration was not a serious problem. This
can be seen by observing the small effects of immigration in all
industries from 1971 to 1976. However, from 1978 to 1980, the
distributional effects of immigration became significantly greater.
From the standpoint of the general Hong Kong public, there is a
genuine cause for concern.
The results of each industry in each separate time period in
concern can all be interpreted in the same way.
TABLE 3.6
Immigrants As a Percentage of Domestic
Labor Force By Industry Sector
(1971-1976)








































Sources: 1.Unpublished tabulations provided by the Census and
Statistics Department.
2.Hong Kong Monthly Digest of Statistics, November, 1981
Note: LFPR stands for immigrant labor hrce participation rate
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Sources: 1. Unpublished tabulations provided by the Census and
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2. Hong Kong Monthly Digest of Statistics, Hong Kon
November, 1981.
Note: LFPR1 stands lor immigrant labor force participation rate
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Immigrants As a Percentage of Domestic
Labor Force By Industry Sector
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Sources: 1. Unpublished tabulations provided by the Census and
Statistics Department.
2. Hong Kong Monthly Digest Of Statistics, Hong Kong.
November, 1981.
Note: LFPR1 stands for immigrant labor force participation rate
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5. 158 5.581 6.017
13.014 14.099 15.18'
Sources: 1. Unpublished tabulations provided by the Census and
Statistics Department.
2. Hong Kong Monthly Digest of Statistics, Hong Kong
November, 1981.
Note: LFPR1 stands lor immigrant labor force participation rate.
TABLE 3 -L
Distributional Effects Of Immigration On Domestic Incomes
In Mining and Quarrying






Assumed Values of LFPR
































































Note: LFPR1 stands for immigrant labor force participation rate
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Distributional Effects Of Immigration On Domestic Incomes
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Note: LFPR1 stands for immigrant labor force participation rate.
TABLE 3.12
Distributional Effects On Relative Factor Prices





Assumed Values Of LFPR1
0.65 0.70










































Note: LFPR stands for immigration labor force participation rate.
TABLE 3.13
Pistributional Effects Of Immigratioi
On Dr»mfisti n Tnr.nmp.'
Tn Mannfanturinp





































































LFPR1 stands for immigrant labor force participation rate.
TABLE 2.1
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Note: LFPR1 stands for immigrant labor force participation rate.
TART PR 2.1
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Note: LFPR stands for immigrant labor force participation rate.
TABLE 3.16
Distributional Effects Of Immigration On Domestic Incomes
In Electricity, Gas and Watei
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Distributional Effects Of Immigration On Domestic Income
In Electricitv. Gas and Water







































































Note: LFPR1 stands for immigrant labor force participation ratec
TABLE 3.18
Distributional Effects On Relative Factor Prices





Assumed Values of LFPP
O. 6c 0.6 0.70












































Note: LFPR1 stands for immigrant labo force participation rate.
TABLE 3.19
Distributional Effects Of Immigration On Domestic Incomes
In Construction







































































Note: LFPR1 stands for immigrant labour force participation rate
TABLE 2.2(
Hi stribnti nna.1 Rffpnts Of TmirnVratinn Ori Domp -hi c Tnnnmc
Tn Constriiotin








































































Note: LFPR1 stands for immigrant labour force participation rate.
TART ,F, 2.2 1






Assumed Values Of T.PPR1
0.60 0.65 0.70











































Note: LFPR1 stands for immigrant labor force participation rate.
HP Am TP r Q '
Distributional Effects Of Immigration On Domestic Incomes
In Wholesale, Retail and ImportExport Trades, Restaurants
And Hotels






Assumed Values of LFPR
































































Note: LFPR1 stands for immigrant labor force participation rate.
TABLE 3.23
Distributional Effects Of Immigration On domestic Incomes
T n Who! p 1 p . Rptai 1 riH T mnnrt KYnnrt Ttpi H « +:pni-rpm f:
And Hotels







































































Mntp; PFPR1 stands for immigrant labor force participation rate.
TABLE 3.2b
Distributional Effects On Relative Factor Prices






Assumed Values of LFPR
0.60 0 o 65 0.70












































Note: LFPR1 stands for immigrant labour force participation rate.
TABLE 3.25
Distributional Effects of Immigration On Domestic Incomes
Tn Tran«nnrt. Stnrap'P end flnmmnn i r.a t i or






Assiimed Values of LFPR1
































































Note: LFPR1 stands for immigrant labour force participation rate.
TABLE 3.26
Distributional Effects Of Immigration On Domestic Incomes
In Transport, Storage and Communicatior






Assumed Values of LPPR































































Note: LFPR1 stands for immigrant labor force participation rate.
TAUT .R r _ p
Distributional Effects on Relative Factor Price
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Note: LFPR stands for immigrant labor force participation rate.
TART.P. P . PR
Distributional Effects Of Immigration on Domestic Income;
In Financing-, Insurance, Real Estate and Business Services
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Note : TIF PR1 stands for immigrant labor force participation rate.
TABLE 3.2C
Distributional Effects Of Immigration On Domestic Incomes
In Financing, Insurance, Real Estate and Business Services






Assumed Values of LFPR1
































































Note: LFPR1 stands for immigrant labor force participation rate.
TABLE 3.30
Distributional Effects On Relative Factor Prices






Assumed Values of LFPR
0.60 Oc 65 0 o 70












































Note: LFPR stands for immigrant labor force participation rate.
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CHAPTER TWELVE
Skill Differential In Labor
In chapter nine, we functionally linked the distributional effects
of immigration upon indigenous factor incomes to the scale of
immigration. Under the assumption of homogeneous labor, the
distributional effects of immigration would depend on the diff-
erence between the capital-labor ratios of the immigration popu-
lation and the indigenous population.
The capital-labor ratio of the immigrant population is defined to
be the ratio of the associated capital inflow of immigration,
which includes the capital actually owned by the immigrants
as well as all capital inflows induced by immigration, to the inflow
of immigrants destined to the labor force. If these two capital-
labor ratios are equal to each other in a. given time period,
then immigration would have no distributional effects upon the
indigenous factor incomes at all.
Skill differential in labor would not alter our conclusions so
far if the skill composition of the immigrant population is iden-
tical with the skill composition of the indigenous population.
In our analysis, the skill composition of a given population is
represented by the ratio of unskilled labor to the total labor
force, NS. We define skilled labor to be those professional,
166
technical, administrative and managerial workers and all others
are described as unskilled. Table 3.31 shows the working popu-
lation of Hong Kong by I. S. C. O. (International Standard Classifi-
cation of Occupation). The NS of the Hong Kong labor force in
various years are reported in table 3.32.
If the NS of the immigrant population, which is not available,
in the corresponding period is identical to that of the indigenous
NS, and there is_ no difference between the immigrant and indigenous
capital-labor ratios, then immigration would have no distributional
effects on the relative earnings of skilled and unskilled indigenous
labor. This important point would be examined later.
In the general process of economic development, if capital is
accumulated at a faster rate than population growth, then wage
rates-would rise relative to the return to capital. As a result,
unskilled jobs would be gradually eliminated through mechanization.
At the same time, rising income and technical progress would
increase the relative demand for skilled, technical and professional
labour and result in an upward social mobility. The increased
demand for skilled labor would be met by on-the-job training,
upgrading and formal education, which would permit some workers
of low skill and their children to advance to higher levels of
employment and remuneration. This would mean a general upward
movement along the occupati8onal ladder.
TAUT T? T Q
Working: Population OP Hong: Kong By Occupation In Percentag
Occupation (i.S.C.O.) 1 q£ 1 Q7 1 Q7
Professional, technical and
related workers
er ( 5.c c ; 5.6
Administrative and managerial
workers
9.; h.fs O 1 1 - c
Clerical and related workers 1 C It J 7. c 9 . 5 1 1
Sales worker 1 1








Unclassifiable and armed forces 1.. 1 1 Q
J,
Sources: 1. Census Report, Hong: Kong:, various year.
2. Census and Statistics department, Report on September
1977 Labour Force Survey, Hong Kong, 1978.
Note: including sales workers
TABLE 3.32






Sources: Derived from table 3.31.
Note: NS stands for ratio of unskilled
labour to the total labor force
For most of the developing countries, this process works very
slowly over time owing to the existence of a large stock of
unskilled labor and a high rate of population growth. However,
Hong Kong started only with a very small rural sector in the deve¬
lopment process, so that rural-urban migration had merely a
negligible impact on labor supply in non-agricultural sectors.
For instance, employment in agriculture and fishing fell by 28
per cent between 1961 and 1971 but the resulting drift only
, 29
accounted for 6 per cent of the total employment increase in
other sectors. Hence, although agricultural employment declined
absolutely as well as relatively in the course of economic deve¬
lopment, its effect on overall labor supply in non-agricultural
sectors was insignificant. As a result, this 'constraint' on
rural-urban migration enabled Hong Kong to achieve within a single
decade the form of structural changes which, in other developingft
countries, took many decades.
However, from table 3«32, we see that NS of the Hong Kong labor
force has a tendency to increase over time. Immigration into
Hong Kong can be viewed as essentially an 'injection' of unskillec
labor into the indigenous labor market. In chapter ten, we showec
that this exogenous inflow of immigrants would increase the rate
of population growth relative to the rate of capital accumulation
29
Ronald Hsia Laurence Chau, Industrialisation, Employment
and Income Distribution: A case study of Hong Kong. Croom .Helm,
London, 1978, p.15«
and hence would disturb the social mobility of the Hong Kong
citizens.
If we allow labor to be heterogeneous, then the immigration
induced effects on social mobility would appear in our analysis.
As a result, the supply of labour in various occupational groups
would become adjustable through immigration induced effects on
social mobility, if any. The analysis of the distributional
effects of immigration upon indigenous factor incomes would be
much more complicated in this way.
However, due to data limitation, we follow the 'Production
Function School' of income distribution analysis here. That is
to say, we assume that the supply of workers in each occupational
group is essentially fixed and inelastic within our period of
30
analysis. From our point of view, the effect of immigration upor
the social mobility of Hong Kong residents would only be signi-
ficant over a long period of time and so the assumption of zero
effects within our period of analysis can be justified.
The impact of a given relative increase in the labor force through
immigration, with skill differential in labor, upon the relative
earnings of different resident factors of production has been
See equations (9) and (10) on page rJb below.
generally explored within a general equilibrium framework, for
instance, by Epstein IthJ and Francisco • Francisco's paper,
however, is too specific to the problem of Mexican workers in
the U.S. with endogenous immigration and administered wage dis¬
tortion. As we explained in chapter one, this approach is not
applicable to the situation of Hong Kong. Here below, we essentially
adopt Epstein's general equilibrium framework to analysis the
distributional effects of immigration upon the indigenous skilled
and unskilled labor earnings of Hong Kong.
(a) A Simplified Version of Epstein's Model
At any time period, there are assumed to be only three homogeneous
factors of production, low-skilled or unskilled labor, L1 , high-
skilled or skilled labor, L2, and homogeneous capital, K. Output
of the economy in year t, Q(t), is given by
( 1
where Q is continuous, non-decreasing, linear homogeneous and
concave for
We denote the positive factor prices of L1 , L2, and K as W1 , W2
3 1
and r respectively. By Shephard Duality Theorem , the technology
Q 1
Diewert, W.E., 'An Application of the Shephard Duality Theorem:
A Generalized Leontief Production', Journal of Political Economy,
1971, pp. 81-507.
in producing Q may equally well be represented by means of the
unit cost function, defined as
( 2)
From the theory of Duality, the producer's cost-minimizing demand
for the ith factor of production, x(Q;p), i=1,2...n,given the
vector of factor prices p and output level Q, are
(3)
Hence, the producers' cost-minimizing demand for the three factor




where Q is the output level and (W1, W2, r) are given factor
price s.
We denote the indigenous labor force in the year before the specifiec
time period of immigration by L'. For the sake of further simplifi¬
cation, each indigenous worker is assumed to be capable of providing
one unit of capital services and so the resident capital-labor ratio
is normalized to unity. That is to say, the existing capital assets
are assumed to distribute uniformly among the native work force.
Each worker try to maximize his consumption of the all purpose
output Q. In addition, NS-L' of them supply one unit of unskilled
labor, L1, per period and so (1 - NS)Lf of them supply one unit of
skilled labor, L2, per period; where 0 NS £ 1. The units of
measurement for L1, L2 and K are thus implicitly defined. The
workers and producers are assumed to act as price takers and that
an equilibrium exists in the output and factor markets. We also
normalize the factor prices by setting r =1; this means that W1
and W2 should then be interpreted as the ratios of wage rates toj „
the rental price of capital.
The inflow of immigrants, of course, disturbs these hypothetical
equilibrium conditions. Let us assume that among the I additional
workers, ns•1 of them supply one unit of unskilled labor, L1, per
period and (1 - ns)l of them supply one unit of skilled labor, L2,
per period; where 01 ns 1 . From chapter ten, we have, by
definition,
S ince KL is normalized to unity, we have
That is to say, the inflow of capital services per period 'associated'
with the labor inflow would be V I units. The value of V in
chapter ten thus becomes the immigrant capital-labor ratio in
Epstein's model.
On the demand side of the output market, let Q(¥1 , ¥2, i) be the
aggregate consumption demand when relative wage rates, ¥1 and ¥2, and
the level of immigration, I, prevail. If the output of the economy
is equal to Q(¥1, ¥2, i), then the output market would be cleared.
Hence, the general equilibrium of the economy can be represented





By Walras's Law, when the demand for unskilled and skilled labor
equal to the given supply, then the factor market of capital musl
also be in equilibrium.
It is now apparent that the supply of workers in each occupational
group is assumed to be fixed and inelastic. The demand for each
type of labor is determined by the marginal productivity conditions;
and this demand adjusts to the fixed supplies through changes in
the respective factor prices, or wage rates. If immigration changes
the proportion of workers in different occupational groups, that
is, NS not equal to ns, while demand expands proportiinately, then
the relative wage rates of different occupational groups will
change responding to the disequilibra in the labor markets. As
a result, the relative earnings of the resident skilled and unskilled
workers would be altered.
With I set equal to zero, equation (9) and (10) describe the
initial equilibrium in the economy. Let W1 and W2 be the initial
equilibrium relative wage rates (relative to the capital rental
price of unity). The comparative statics derivatives can then be
obtained by totally differentiating the quations and evaluating
all expressions at I = 0, W1 = W1, ano W2 = W2. Interested readers
can consult Epstein JLWJ for the technical details involved.
For a given relative increase in the labor force through immigration
dlL1, the changes in the relative wage rates, dW1WI and dW2W2,
can be expressed in terms of the elasticities of factor substit¬
ution, the skill compositions of the two work forces and the immi¬
grant capital-labor ratio. The comparative statics results are




o1 = elasticity of substitution between unskilled labour,
L1, and capital, K
o2 = elasticity of substitution between skilled labor,
i!i
L2, and capital, Kl
o 2 = elasticity of substitution between unskilled and
skilled labour
We see that the U_ term in equation (11) and (12) captures the
effect of the difference in capital-labor ratio of the immigrant
and resident work forces; whereas the term including (ns - NS)
represents the effect upon relative wages of differences between
the immigrant and the resident skill compositions. If V = 1
and ns = NS , the impact of immigration upon relative earnings of
indigenous factors would be zero. Hence, our conclusion in
chapter nine can be viewed as a special case of Epstein's model.
(b) Distributional Effects of Immigration upon Relative Earnings
of indigenous skilled and unskilled labour
From equations (11) and (12), we see that the following set of
data, SD, would be required in order to have a numerical evalu¬
ation of the distributional effects of immigration upon relative
ft
earnings of the indigenous skilled and unskilled labour
SD
The initial equilibrium relative wage rates (relative to rental




where RW : ratio of skilled labor earnings to unskilled labor
earnings in Hong Kong in the year before the con¬
cerned immigration
RI : ratio of labor income to capital income in Hong
Kong in the year before the concerned immigratior
NS : ratio of unskilled labor to total labor force oi
Hong Kong in the year before the concerned immi¬
gration
We have the required data for computing RW in 1971 and 1977
Accordingly, we analyse the distributional effects.of immigration
in two periods from 1972 to 1980 and 1978 to I98O. Table 3«33
shows the income distribution by occupation of heads of household
ft
in 19-71 • Using the percentage of households in each occupational
group as weights, we can compute a weighted average of the skilled
labor earnings and a weighted average of the unskilled labour
earnings. The ratio of the former to the latter was used as a
proxy for RW in 1971•
Table 3 • 3 shows the median labor earnings by occupation groups
in the 1977 Labor Force Survey. Using the percentage of labour
in each occupation group as weights, we can compute a weighted
average of the skilled labor earnings and a weighted average of
the unskilled labor earnings. Again, the ratio of the former to
the later was used as a proxy for RW in 1977.
TABLE 2.22
Income Distribution By Occupation Of Heads Of Household (1971
Occupation Percentage








d. Q 1 080
Hlerical and related workers 11.9 1 r U c









Source: Ronald Hsia and Laurence Chau, 'Industrialisation and
Income Distribution in Hong Kong', International Labour
Review, v117, 1978, pp. 165-79.
Note: including sales workers
excluding the economically inactive, jobseekers, miners
and members of the armed forces.
TABLE 3.3'
M 1 Q m T Q Kn r« PQ-rn i n rrc T-rr —1 r m t n 1 Q77 T q Kri i-r» T?rv-Kr. rv Ci 1 -k-»t r n
Occupatio: Percentage
-mm--| •
11 JL J.U.1 J.




























Source: Census and Statistics Department, Report On September 1977
Labour Force Survev. Hone- Kone, 1978.
Ratios of labor income to capital income for the two years 197
and 1977 can be computed directly from the Income Approach to
estimation of Gross Domestic Product as reported in official
32
sources. The remaining elements in SD that are not available
include 01, o2, 12 and ns.
The immigrants are expected to earn lower incomes than the indig¬
enous workers. For those immigrant manual workers and labourers,
they lack both references and relevant domestic working experience
For those white-collar or professional immigrant workers, either
they do not have the necessary contacts or their qualifications
are generally not recognized. In addition, many of them even do
not have a ready command of the local dialect, Cantonese. Hence,
we have strong reasons to expect that ns, the ratio of unskilled
labor to total number of workers destined to the labour force, of
the immigrant population in Hong Kong in the specified period woulc
be very close to unity. In our computations, we set ns equal to
0.999 for both periods.
In economic theory, unskilled labor is generally regarded as being
substitutable for skilled labor and capital, while skilled labor
and capital are complementary in productiin. For the case of
33
Hong Kong, we do have empirical evidence to this effect.
Census and Statistics Department, Estimates of Gross Domestic
Product, 1966-80, Hong Kong, 1982.
Victor Mok, 'Factor Proportion and Technology in Hong Kong's
Exports', Hong Kong Economic Papers, no.13 1980, pp. 1-16.
Unfortunately, we do not even have any 'educated guess' on the
magnitude of cr 1 , o2, and a 12 for Hong Kong. Let us consider
some special cases first. From equation (11) and (12), we see
that if there is no difference in the skill composition of the
two work forces, that is, ns = NS, then the distributional effect
of immigration upon relative earnings of the indigenous skilled
and unskilled labor would depend on the difference between the
immigrant and indigenous capital-labor ratio. Equation (11) and




Consider the following fhree special cases:
CASE 1
Unskilled labor and skilled labor are perfectlv substitutable.
That is , cr 1 2 = 0°. Equation (111) and ( 1 2T ) would become identical.
(11-a)
CASE II
The elasticity of substitution between unskilled labor and capital,
cr 1 , is equal to the elasticity of substitution between skilled
labor and capital, o2, for all output levels. That is, a 1 = j2 = o
Equation ( 1 1 ' ) and ( 1 2 ' ) would also become identical.
(ii -b
CASE III
Unskilled labor and skilled labor must be in a fixed proportion in
production. That is, cr1 2 = 0. Equation (l1f) and (12') would
become:
(11-c)
( 1 2 ' c )
If we interprete homogeneous labor as refering to either of the
above three cases, under which it is valid for us to aggregate
the two types of labor into one, then of course, we do not have
to speak of unskilled labor and skilled labor anymore. This
implies that the ratio of unskilled labor to the total labor force,
NS or ns, should be interpreted as unity. Equation (11'a) would
then be reduced to the general form of (11'b). Hence, when labor
is viewed as 'homogeneous', that is, either o 12 =00, or a 1 = j2,
or cr1 2 = 0, immigration would cause a change of functional income
away from workers and in favour of capitalists whenever Vis less
than unity. This is qualitatively identical to our results in
chapter ten where we employed a capital-labor dichotomy. In
addition, the magnitude of the distributional effect would vary
inversely with the capital-labor elasticity of substitution here.
For the general case, we still have to treat skilled and unskilled
labor separately. Due to data limitation, we do not set out to
estimate a 1 , o2 and x1 2 for Hong Kong directly. For our purpose,
we choose to define a range for each of them and then simulate the
distributional effects of each possible combination of the elasti¬
cities. This allows us to observe the general pattern, if•any,
from the simulation results. If it is indeed true in Hong Kong
1
that unskilled labour is substitutable for human capital and
physical capital, while human capital and physical capital are
complementary in production, then under our definition of 'skilled
labour', it is reasonable to expect that it is easier to substitute
unskilled labour for physical capital than to substitute unskilled
labor for skilled labor. Accordingly, we assume that a 1 is gener¬
ally greater than cr 12. Since skilled labor and physical capital
are complementary in Hong Kong, a2 should have a negative sign.
In our computations, the alternative values we used are 1C, 11,
12, 1 3, 14, 15 and 1 6 for cr1; -1, -5, -6, -7, -8, -9 and - 10 for
o-2; 1 , 2, and 3 for tr1 2. The alternative immigrant labor force
participation rates, LFPR , and V we used here are the same as
those we used in chapter ten.
The distributional effects of immigration upon relative earnings
of skilled and unskilled labor under alternative assumptions in
the two periods are summarized in table 3 • 35 and 336 respectively.
We have altogether 14-7 different possible combinations of the
elasticities of factor substitution ( oi , a2, 0-12) and so we cannot
report all the results. Instead, we choose to report only the
first combination (10, -4, 1) and the last combination (16, -10, 3)
in each case. All other elasticity combinations within these two
reported boundaries also give rise to a negative DW1, a positive
DW2 and a negative DW12. We also observe that different values
of cr1 2 would not affect the proportionate changes in W2 significantly
for given pair of cr1 and x2. In order to check this point further,
we enlarge the possible range for er1 2 from 1 to 6 (still signifi¬
cantly less than cr1 ) and discover that different values for cr1 2j
has nearly no effect on DW2 once cr 1 and cr2 are given.
Admittedly, these simulated results are based on assumed values
of cr1 , cr2 and cr12. Our major interest is in the direction other
than the magnitude of changes. Bearing this in mind, if-it is
indeed true in Hong Kong that the substitutability between unskilled
labor and physical capital is greater than that between unskilled
labor and human capital (skilled labor), whereas human capital and
physical capital are complementary in production, then an influx
of unskilled labor would cause a regressive effect on unskilled
wages relative to the rental price of capital, DW1. At the same
time, it would lead to a rise in the skilled wages relative to
the rental price of capital, DW2, and so a decline in unskilled
wages relative to skilled wages, DW12, as shown in the tables.
This means that immigration would cause a more unequal return to
different occupational groups and it is the indigenous 'skilled
labour1 that benefit most from the influx of unskilled labor.
TABLE 3•35
Distributional Effects Of Immigration From 1972 to 1980 upoi
Relative Earnings of Indigenous Skilled and Unskilled Labou:
(in Percentage)
(a) lfpr1=o.6o = 0.( n cr
a1 °2 a1 2 D¥ DW2 DW1 2 DW1 dw; dwi ;
10 -4 1
-1.034 4.402 -3.435 -o. 32 2. 20 -2.728







































Note: LFPR stands for immigrant labor force participation rate
v .stands for immigrant capital-labor ratio
DW1 stands for dW
DW2 stands for dW
DW12 stands for d( DW1 - DW 2
TABLE 2.B
Distributiaonl Effects of Immigration From 1978 to 1980 Uoor
Relative Earninffs of indigenous Skilled and Unskilled Labou:
(In Percentage
(a) lfpr1=o.60
V -Of v - n
a1 a1 . D¥ D¥ D¥ 1 TM J DW2
10 -4 1 -0.730 2.772 -7.30?-0.763 1.786 -1.7=;
16 -10 3 -0.389 1.109 -1.498 -0.195 0.554 -0.749
(B) LFPR =0.6=
10 -4 1 -0.791 3.003 -3.793 -0.395 1.501 -1.897
16 -10 3 -0.422 1.201 -1.623 -0.211 0.601 -0.811
(c) IFPR1=0.70
m -4 1 -0.8=12 B.2BB 4.08r3 -0.42.6 1.617 -2.04'
16 -m B -ohk 1 . 29B -1.748 -0.227 0.647 -0.874
Note: LFPR stands for immigrant labor force participation rate
V stands for immigrant caoital caoital-labor ratio
D¥1 stands for d¥
D¥2 stands for d¥;
)¥12 stands for c D¥1 - D¥ 2
Admittedly, what is attempted in this thesis is not merely complex,
but one has very little reliable information and data to work upon.
Under these circumstances, quantitative and statistical estimates
are subjected to a wide margin of error. In general, our approach
has been to employ alternative assumptions whenever there has
been doubt about the magnitude of a particular effect, and then
we draw conclusions by comparing and contrasting the results under
alternative assumptions. Among the more noteworthy results are
the following:
1. Immigration into Hong Kong in the 1970s was an exogenous inflow
of unskilled labor, mainly from Mainland China.
2. Such an inflow of unskilled labor would have dampened domestic
inflationary pressures if the total immigrant outputs were
made available in the domestic market. However, it is hardly
conceivable that no immigrant output was exported in the period.
i
In-as-much as part of their output were exported and part
of their expenditure were on imported goods, we choose to
treat their effects on domestic output prices (through the
output market) as neutral, although the aggregate supply
generated by the immigrants exceeded the domestic aggregate
demand they induced over time.
3k
3. The immigrant induced increase in labor supply eased the
3k
Immigration would lead to an increase in labor supply both
directly and indirectly. The direct effect, of course, stems
from immigrants joining the labor force. The indirect effect,
however, also works in the same direction. To the extent that





tight labor market of Hong Kong (except of course during the
recession years) in the 1970s. This had the effect of curbing
any possible wage-price spiral, Hence, immigration in the 1970s
could be described as having positive effects in slowing down
the domestic inflation rate after all.
A large import demand for goods and services was generated
by the immigrants. In the absence of any immigrant induced
demand for Hong Kong exports, the immigrant inflow in the
1970s augmented the trade deficit in the Current account. On
the other hand, the immigrant inflow failed to induce any
significant associated capital inflow in the period and their
net remittances abroad was also insignificant, As an overall
result, immigration in the last decade had an adverse effect
on the Balance of Payments of Hong Kong and hence exerted a
depreciation pressure on the Hong Kong dollar.
1
Immigration caused a change in the functional distribution of
income away from labor and in favour of capital. This regressive
impact was found to be greatest in the Mining and Quarrying
sector and smallest in the Financial sector. Although the
the rate of increase in wage rates, the rate of increase in
household incomes of a great number of families would be less
than anticipated. As a result, many households would probably
find it necessary for additional members to work in order to
maintain the rate of increase in household incomes that they have
become used to. This is consistent with the past experience of
Hong Kong in that fluctuations in the labor1 force participation




manufacturing sector absorbed the largest proportion of
immigrant workers, the regressive impact it felt was only-
moderate relative to Mining and Quarrying sector due to the
huge size of manufacturing employment.
The overall regressive effect upon the relative factor prices
in Hong Kong was not large on the average in the whole 1970s.
However, if we consider the period from 1978 to 1980, taking
all immigrants arrived at or before 1977 as indigenous residents,
then the decline in wages relative to rental price of capital
would amount to 12$ (See table 3.5) » Such impact was quite
significant for such a short period of time. This also implied
that the equilibrium capital-labor intensity would also be
reduced by 12$ under the framework of constant return to scale
Cobb-Douglas production function where the elasticity of
factor substitution is equal to unity.
1
A further analysis based on the human capital - physical
capital - labor trichotomy in the factors of production
as employed by Epstein reveals that skilled labor would
benefit most from the influx of unskilled labor in the 1970s
if the substitutability between unskilled labor and physical
capital is greater than that between unskilled labor and human
capital, whereas human capital and p1 ysical capital are
complementary in production.
The 'Production Function School' of functional income distribution
analysis requires only the specification of an aggregate production
function. Hence, the output is not classified into capital
intensive and labor intensive throughout our analysis. The famous
analytical results of the neo-classical two-traded-goods - two-
factor model, such as the duality between the Stopler-Samuelson
and Rybczynski theorems, are not directly revealed. To fill this
gap, a neo-classical model with both tradables and non-tradables
for a small country is presented in Appendix B. Using such a model
as a relevant framework, we can explore the effects of immigration
on domestic production and distribution simultaneously. From our
derivations, it is shown that an increase in the supply of labor
through immigration within a time period where the capital stock
is essentially constant results in a rise in national income when
the terms of trade are unchanged. This would raise the demand for
both the tradables and non-tradables and their outputs would be
affected. The output of the domestic nontradable goods must rise
to a certain extent to match the increase in demand. As a result,
part of the increase in labor supply would be absorbed into non¬
tradable goods production. This implies that whatever the direction
of change in the output of the tradables, the output of the non-
tradables must rise as a consequence of immigration, when terms of
trade are kept constant by the virtue of the small country assumption.
As regards the production of tradables, we show that the increase
in the supply of labour through immigration would raise the output
of the capital-intensive traded goods, when terms of trade are
unaltered. As we know, there exists a unique relationship between
the commodity-price ratio and the factor-price ratio if factor
intensities are non-reversible. Hence, under the restriction
of constant terms of trade, factor rewards and hence the factor
intensities in each of the two tradables are unaltered. With the
constant capital-labor ratio in each industry, the absorption of
the additional labor requires an expansion in the output of the
labor-intensive commodity. Since both factors of production are
indispensable in the production process, the additional capital
needed by the labor-intensive commodity in order to combine with
the additional labor must, with the constant capital endowment,
be withdrawn from the production of the other commodity which
means that the output of the capital-intensive commodity must
decline. Since the labor-intensive commodity is the exportable
good for Hong Kong, the increase in the supply of labor through
immigration would then lead to the traditionally defined ultra-
export biased growth. To evaluate the impact of such an economic
expansion on Hong Kong's terms of trade, we must, firstly, ascer¬
tain the impact of growth on Hong Kong's demand for imports at
unchanged terms of trade. This determines the manner in which the
Hong Kong Offer curve will shift in response to economic expansion
while the offer curve of its trading partner, the rest of the
world, remains stationary as commonly assumed. The terms of trade
of Hong bong will eventually deteriorate, improve or remain unchanged
depending on whether its demand for imports, at constant terms of
trade, has increased, decreased or remained unaltered as a result
of growth. Hence, when immigration results in an absolute decline
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in the domestic production of the importable commodity when terms
of trade are kept constant, so that growth must necessarily lead
to a rise in exports if inferior goods are excluded, the terms of
trade of Hong Kong would eventually deteriorate in the new equili-
brium position. This is, of course, simply a straight-forward
generalization of the well known Rybczynski theorem [39]
We can see how relevant this framework is as an overall summary
of our results in this thesis. Concerning production, the Rybczyn-
ski theorem predicts that the production of labour intensive
exportables and nontradables would expand whereas the production
of capital intensive importables would contract under constant
terms of trade as a result of immigration. These output effects
would eventually lead to a deterioration in Hong Kong's terms of
trade in the new equilibrium position. In Part II,. we saw that
the ex ante import demand generated by immigration in the 1970s
under certeris paribus conditions would indicate Hong Kong's term
of trade to deteriorate if internal prices and the exchange rate
were no longer constant. Concerning distribution, the Rybczynski
theorem predicts that if the prices of the traded goods had remained
unchanged, the change in factor supplies would then have exerted
no influence on factor prices and prices of the non-tradables at
all. However, the resulting Ultra-export biased growth would lead
to a fall in the price of exportables and a rise in the price of
importables in the new equilibrium position. This implies a rise
in the real reward of capital and a decline in the real reward of
labour by the dual of the Rybczynski theorem - the Stolper-Samuelson
theorem. In Part III, we aggregated all output into one and did
not keep the capital stock and output price constant. These allowed
us to capture the de facto distributional effects of immigration
into Hong Kong in various periods concerned, and indeed found the
changes in factor prices as predicted. Hence, all results we
obtained in this thesis are consistent with those from the Rybczynsk
theorem and its dual.
Based on our analysis of the past, we can now take a look into the
future. The touch-base policy of the Hong Kong government concerning
illegal immigration was terminated on 23 October 1980. According
to this policy before its termination, illegal immigrants who
escape capture and establish contact with family or friends and
obtain or reach proper accommodation are defined to have reached
ft
or touched base, and are allowed to stay in Hong Kong. But, those
who are caught by security forces before they reach or touch base
are repatriated back to China. The termination of this policy has
significantly restrained and slowed down immigration. Net immi¬
gration in 1981 was estimated to have been at 33 130 compared with
101 603 in I98O and 179 182 in 1979- Hence, natural increase
rv K
These figures can be broken down as follows:
Net Immigration from China


















Source: Hong Kong Government, The Budget, Economic Background, 1981
has, once again, become the major determinant of the growth rate
of the domestic population. It is now generally believed that
the tide of illegal immigrants is under control. One forecast
puts that the annual population growth rate of Hong Kong in 182
will be close to 1.7 per cent, the same as the annual growth rate
in 1981 which compared favourably with the growth rate of 2.6 per
cent in 198O and 6.1 per cent in 1979 This suggests that the
turning point has been reached at which it is meaningful for us
to evaluate the impact of immigration in the 1970s on the years
to come.
One of the key features of the Hong Kong economy since 1950s which
is common among developing economies is a very small average firm
size. To see whether immigration in the 1970s had led to a change
in the general scale of production, we compute the average number
%
of persons engaged per establishment, PE, in the private sector by
I.S.I.C. major division in the 1970s. The number of persons engaged
per establishment in each major division are reported in table 5.1.
We see that except the Electricity, Gas and Water industry, in
which PE is large and has expanded four times in the 1970s, the
average firm size in the private sector as measured by PE was
generally small (below 50) and actually falling in the : '70s. When
considering the private sector as a whole, PE declined rapidly
OK
A study conducted by the Chinese University's Economic
Research Centre. See South China Morning Post, 10 February, 1982.
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Source: Census and Statistics Department, Annual Digest Of Statistics, Hong Kong, 1981.
Note: PE stands for average number of persons eng ;ed per establishment.
exclude Construction Work sites; Wholesale, Retail Trades, Restaurants and Hotels.
from 29 in 1971 to 20 in 197 and then remained at a very low
level of around 18. Similar declines can be found in the manufact¬
uring1, transport, financial and service sectors. Hence, we can
conclude that immigration in the 1970s had perpe-rtuated the key
feature of the Hong Kong economy in the sense that the average
firm size remained to be very small. Indeed, the degree of smallness
had become even more pronounced since the rate of increase in the
total number of establishments exceeded the rate of increase in
the total number of persons engaged. Since more than half of the
employed immigrants were engaged in the manufacturing sector, and
PE in the manufacturing sector declined from 30 in 1971 to 20 in
1980, we have reason to believe that immigration had contributed
to the proliferation of small size factories, which were a major
source of employment to those in the reservoir of the unskilled.
Although the inflow of unskilled immigrants into Hong Kong was
1
in the 1970s, we can still hardly talk about the economies of
scale in the use of labor in the 1980s. The small firms will
continue to constitute a significant; part in our manufacturing
sector for some time to come.
While the most noteworthy structural change in Hong Kong in the
1960s was a shift of resources to the manufacturing sector, the
most significant change in the 1970s was the emergence of Hong
Kong as a major financial centre for the Asian-Pacific region.
However, it does not imply that the importance of the manufacturing
sector to the Hong Kong economy has decreased. It is the backbone
of our economy and major source of employment, and it will continue
to be so. Hence, the major problems we face in the coming years
will arise in the industrial sector. As we know, the major
economic issues that drive us towards diversification include
the growing competition from our neighbouring Asian developing
countries, for instance, South Korea and Taiwan; the increasing
trade restriction imposed on our major export items by our major
trading partners, i.e., the rich western industrialized countries;
and the slowing down of the world economic growth. Immigration
into Hong Kong in the 1970s, among other factors, leaves us with
a still more pronounced small-scale industrial structure which
will remain with us for a long time. Naturally, it is important
to investigate whether this would constitute a handicap to the
economic growth of Hong Kong. Mok 337 provided a detailed
analysis of the relative merits of small factories in Hong Kong
with respect to marketing, financing, management, production as
)
well as prospects for further development, and pointed out that
It is their proliferation along traditional lines in a rapidly
changing world which is the core of the problem. The essence of
37
diversification in the industrial sector lies in the ability to
37
For a detailed analysis of Diversification Vs Concentration,
interested reader may refer to T,B,Lin, V.Mok and Y.P.Ho, 'Manufact¬
ured Exports and Employment in Hong Kong,(Chinese University Press,
1980, Chap.7. Also T.B.Lin V.Mok, 'Trade Barriers and the Pro-
notion of Hong Kong Exports,' Chinese University Press, I98O, Chap.6.
Also T.B.Lin Y.P.Ho, 'Export-Oriented Growth and Industrial
Diversification in Hong Kong,' Economic Research Centre, Chinese
University of Hong Kong, 1980.
adjust quickly in response to changing export market and output
demand conditions. That is to say, firms in Hong Kong must be
ready to stand the impact of sudden changes in export markets by
varying their production .plans and designs, moving into new lines
and switching technologies within a considerable short period of
time. Hence, one may argue that the small average firm size in
Hong Kong, with their relatively small capital investment, would
enhance the required flexibility. However, this by itself cannot
solve our economic problems if their productivity is low, and it
borders on making a virtue out of necessity. Our traditional low-
quality and labor-intensive manufactures are losing their competit¬
iveness among the LDCs. In order to maintain a more stable and
expanding export trade, we must develop relatively technology-
intensive industries fast enough to lead the LDCs at least by a
few years. Yet, compared to the early 1970s, now we have to live
with a much larger population, more unskilled labor and small
firms. The establishment of new capital-intensive industries of
course points to further industrial development, but their capacity
in labor absorption is very limited. Moreover, the adoption of
modern machinery and sophisticated methods of production must also
rely on an adequate supply of skilled labor, which in our analysis
constitutes the major bottleneck of the Hong Kong economy. Therefore
equal attention should be paid to investments in human capital
and the modernization of the small firms.
APPENDIX A
Data Used In Studying The Causal Relationship Between
Capital Inflows and Labor Inflows Into Hong- Kong
The regression model we employed is specified as:
where Cl(t) : annual net capital inflows in year t
K(t) : fixed capital stock in year t
l(t) : annual number of immigrants destined to the
»
labour force in year t
L(t) : the labor force in year t
i : the best lag chosen
The re lired data set for the regression analysis, RD, is thus
We assume that the immigrant labour force participation rate is
equal to 0. 70. l(t) and L(t) in the 1970s are thus available and
the ratio l(t)L(t) can be computed easily and readily. However1
reliable capital stock data, K(t), do not exist and in any case
would be subjected to serious conceptual and measurement problem.
o Q
Some authors, for instance, Hazledine and Moreland suggested
that the capital stock of a country can be proxied by the total
annual energy consumption, measured in coal-equivalents. For
our purpose, since we use the flow-stock ratio of Cl(t)K(t) as
the dependent varaiable, we choose to employ a constant capital-
output ratio in finding a proxy for K(t). The capital-output
39
ratio we used is equal to 2.2 . Hence, from the gross domestic
product at market price in the 1970s, we can compute K(t).
We choose to estimate the capital inflow, CI, into Hong Kong in
the 1970s by a consistent method rather than using data from
various inconsistent sources. One of the basic characteristics
of the Currency Board System of Hong Kong is that the Balance
of Payments would directly affect the level of money supply. By
definition, annual change in total money supply would exactly
equal to the annual change in liabilities of the monetary system.
r
By virtue of the Balance Sheet, such an annual change in total money
supply would also equal to the annual change in assets of the
monetary system. The following diagram illustrates the factors
which determine the annual change in assets of the monetary system
of Hong Kong.
o Q
Hazledine,T. Moreland,R.S., 'Population and Economic
Growth: A world cross section study', Review of Economics and
Statistics, August, 1977 PP« 253-63.
K.Hopkins (ed.), Hong Kong, The Industrial Colony, 1973, p.203
and E.R.Szczepanik, The Economic Growth of Hong Kong, Oxford






Figure A.1 Change In Assets Of the Hong Kong Monetary System
Definition of Symbols
TB : Trade Balance
CI : Capital Inflow (including' invisible balance)
BOP : Balance of Payments
A FA : Change in Overseas earning assets of the banking
sector
ABN : Change in Money Issue
ABC : Change in earning assets of the banking sector
A A : Change in assets of the monetary system
The accounting identitv between the variahlps i«
where
It turns out that if we have A BN, A FA and TB, then Capital Inflow,
CI, can be deducted from the following- formula:
(A3)
In our regression analysis, we use this derived CI as a proxy for
the capital inflow into Hong Kong, Annual changes in money issue,
ABN, and trade balance, TB, are computed directly from various
issues of Monthly Digest of Statistics in the 1970s. However,
we use annual change in Loans and Advances and Investment Abroad
of the banking sector as a proxy for annual change in Overseas
earning assets of the banking sector. From equation (A3), we
obtain the time path of Cl(t) in the 1970s.
APPENDIX B
A Two-Factor Three-Good Neoclassical Model
In a neoclassical economy with, only two factors of production,
and F, producing only three commodities: two tradables,
and Q , and one nontradable Q . We have, under full employment
J
( R1 )
where amount of factor i employed in jth industry
ratio of input i to output j in producing the
jth commodity
the jth commodity
endowment of factor i
Under the condition of Perfect Competition, each commodity price
is equal to its unit cost at equilibrium; hence,
(B2;
where price of the jth commodity
price of the ith factor
The input-output coefficient . in such an economy would depend
only on the relative factor prices, w = a)-c°29 as as
character and nature of technical progress. That is to say,
where t denotes the state of technology.
To close our system, demand for the nontradable commodity must
equal to the.local supply. Hence, we have
where is the national income.
We see that on the demand side, output prices are treated as
variables. However, on the production side, output prices are
treated as parameters because all competitive firms in the
neoclassical economy would take the commodity price as given.
In our analysis, we assume a constant state of technology. For
a given t = t, the technology matrix
define the state of technology prevailing. From (B3)» can be
i j
obtained once factor prices are known.
It is obvious that our system is determinate with six equations
and six unknowns: oj , p , Q , Q , and Q .J J)
(B6)
If this neoclassical economy is a small open economy as in the
case of Hong Kong, which faces given prices of traded goods, p
and po, the demand conditions and factor supplies would then
exert no influence on factor prices, 00 and co, and price of the
non-tradable, p; this important point can be seen easily by
simply noting that to 1 , to and p can be solved from (B2) independent2 3
of demand condition and factor endowments once p and p are
internationally determined.
It is useful to define an operator D for proportionate changes.
Accordingly, Dx E dxx. For our purpose, we only want to
express DQ_, i = 1,2 in terms of DF . , i = 1,2. Totally





proportion of the ith factor employed
in the jth industry
We have, from (B7')
(B8)
Under a small country assumption, we can show that DO =0 Vij j
ij
at a constant state of technology. Hence, (B8) would be reduced
to
(B9)




To express DQ, i = 1,2 in terms of DF±, i = 1,2 we must find
a situable expression for DQ . We have
(b6)
Totally differentiating',
Express in terms of relevant elasticities, we have
where cross-elasticity of demand between and
price elasticity of demand for
income elasticity of demand for
By definition, we have
and
At constant terms of trade
These lead to
(B1 A J
where A = ——— = share of factor i's income in national income
Substituting DQ back into (B11), we have
(B15)
or express in the form of
If is capital and is labor, then | 3 | 0 implies that
is the relatively more capital intensive tradable. For the
case of Hong Kong, would then be the importable and the
exportable. An increase in the supply of labor through immigration
within a time period where the capital stock is essentially
constant means that DF 0 and DF = 0. From (B16), we have
We see that the left-hand term in (B17) is the marginal pro¬
pensity to consume the non-tradable, ; whereas the right-hand
term is the relative share of factor i in the total value of
output of Q. Since both of them, and hence their product, lie
within the range from zero to unity, the effects of immigration
on production of the tradables, as readily seen in (16), can
thus be summarised as:
'Given that Q is the more capital intensive tradable,
( | ft | 0) , immigration (DF 0) with unchanging capital
stock (DF = 0) simply implies that production of the
more labor intensive tradable, , would increase
(DQ DF 0) and production of Q would decreaseI I Hv
(DQDF 0) under constant terms of trade (DD = 0) . '
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